" WEAPONS SYSTEM MANAGEMENT AND TEAM 
syste CONCEPT IN GOVERNMENT CONTRACTING 








| HEARINGS 


sonco.nTTER FOR SPECIAL INVESTIGATIONS 


- OF THE 
- 


COMMITTEE ON ARMED SERVICES 
HOUSE OF REPRESENTATIVES 


EIGHTY-SIXTH CONGRESS 
FIRST SESSION 
UNDER THE AUTHORITY OF 


H. Res. 19 


HEARINGS HELD APRIL 13, 14, 15, 21, 22, 29, 30, MAY 1, 6, 8, 
JUNE 3, 4, 5, 9, 10, 11, 12, 17, JULY 15, 16, 17, 
AUGUST 20 AND 25, 1959 


ae 


UNITED STATES 
GOVERNMENT PRINTING OFFICE 
WASHINGTON : 1959 








State 


] 

] 

] 

( 

Q 

I 

| I 

| ‘ 

| é 

I \ 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS 

F. EDWARD HEBERT, Louisiana, Chairman pe 

ARTHUR WINSTEAD, Mississippi WILLIAM E. HESS, Ohio Appe: 
MELVIN PRICE, Illinois LEON H. GAVIN, Pennsylvania 

oO. C. FISHER, Texas WALTER NORBLAD, Oregon 


PORTER HARDY, Jx., Virginia | 
EX OFFICIO 


CARL VINSON, Georgia LESLIE C. ARENDS, Illinois 


JOHN J. COURTNEY, Special Counsel } 
Lioyp R. KuuN, Staff Attorney 








ye STATES OF AMERICA >-9 
| fERC )4 YC) 
Tale 
‘4 
f 
v 
CONTENTS 
Statement of— Page 
Allen, William, president, Boeing Airplane Co____--..._____._______ 183 
Anderson, Gen. 8. E., Air Materiel Command, Dayton, Ohio_________ 448 
Atwood, John L., president and director, North American Aviation, 

| Inc., accompanied by Lee R. Taylor, vice president__..__.________ 4 
Bunker, George M., chairman, board of directors, Martin Co_________ 591 
Davis, Gen. W. A., Air Materiel Command, Dayton, Ohio__..._______ 482 
Dobbins, Frank L., director of materiel, Boeing Airplane Co_______~_ 278 
Gross, Robert E., chairman of board, Lockheed Aircraft Corp., accom- 

panied by Dudley E. Browne, comptroller, and L. Eugene Root, 
i general manager, missiles and space division.__._.__._.__...._______ 117 
Milne, Cecil P., Assistant Secretary of the Navy (Material) __..______ 661 
Naish, J. V., president, Convair Division, General Dynamics Corp_._.__. 291 
| Powers, Lawrence J., Director, Defense Accounting and Auditing 
Division, General Accounting Office__..__-.....__.__-__-_____ 346, 621, 703 

} Skeen, Clyde, assistant general manager of the systems management 
ae, -ROOCNOM DIORA BIE cccctis snes w estes whit eictamitibisiaid kee caer ar 201 

j Taylor, Hon. Philip B., Assistant Secretary of the Air Force for 
DNR i ns eses asn ss rch cess ans cho ncn dt eins desea eke amen ace 431 

j Wood, Lysle A., vice president, general manager, Pilotless Aircraft 
Division, Boeing Airplaie 002562. k kh 238 
BNNEIX 1... nn nen wenn enone connccnecnenmenenecnstnnets 749 
IE Til i cess-sraenrennsectionmongsilieiiedllssentesnindinnitdlbeisiaeiaiidiibadeaabaainmatl 759 
I BIEN ocak: stn eRiansioen-cipita si vun akeltesae ine acer eeataahiaein ok Melon dhieaaiie eniasla dian 766 











WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


MONDAY, APRIL 13, 1959 


Houser or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding: 

Mr. Hesert. The committee will be in order. 

As is the custom of this committee, the Chair desires to make a state- 
ment at the opening of these hearings. 

This morning we commence a bas of the weapons system manage- 
ment concept of contracting and with it a development known as the 
team concept of contracting for research, development, and produc- 
tion of our new weaponry, principally, of course, in the missile field. 

At the outset, I should like to emphasize that this study begins with 
no preconceived or performed judgment on the merits or demerits of 
the systems, merely because they are new. In fact, we shall have to 
determine whether they are in fact and in law departures from basic 
contracting principles as authorized by the Armed Services Procure- 
ment Act of 1947. 

This subcommittee has been charged with the duty of investigating 
negotiated procurement, and I remind you of our report and recom- 
mendations of June 15, 1957, dealing with the Armed Services Pro- 
curement Act of 1947, and concerning the more than 92 percent of 
negotiated procurement than being undertaken. 

Vhat now develops seems to an ever-increasing amount of 
negotiated procurement, among fewer contractors. This development 
is attributed to the advent of newer and more intricate weapons; and 
to the complications of putting the vast new technological develop- 
ments to work in a single operating unit, while exploring new avenues 
in old mediums of transmission, communication, control, and 
direction. 

We roughly divide these developments into so-called conventional 
weaponry for conventional warfare and the new and highly developed 
technological warfare with missiles in, heretofore, unexplored me- 
diums of air and water and for the possible introduction of nuclear 
firepower and perhaps propulsion. 

Something is happening in this transition, if it may be so 
Seminal 

Here we are dealing with “surface outcroppings”: How deep the 
vein, what the ore may assay, may be conjectural at this time; but there 
is a clear and present duty on the part of this subcommittee on man- 
date from the chairman of the full committee to make the study. 
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Contracting procedures, the number of contractors and suppliers in 
the various tiers of supply and service seem to be growing fewer; and 
the a for competition, whether it be in negotiation or 
through the formal bid procedure, must be reexamined. 

It is enough to say that, as we acknowledge the tremendous advances 
and progress of the sciences in weaponry itself, we are aware of transi- 
tions which appear to be occurring in research, development, and pro. 
duction of new weapons; but larger subjects of policy and Mowe se 
to accommodate to these things, pose many questions. 

This study may be prosaic, perhaps to some bemused in the excite- 
ment over new scientific i danimanien but there does come a time 
when the feet must come down from the clouds; that is when the bills 
come due. We must concern ourselves with contracting procedures, 
simple, unromantic, lacking in glamour as that may be. 

We must consider the impact of changes in our economic position 
in purchase and supply. We must think of and reexamine the safe- 
guards which experience has brought about over the years; and which 
have been engraven into our Government procurement system as pro- 
tection against the frailties of human nature and the excesses of un- 
bridled enthusiasts. 

This, in short, is time for a calm and considered look at what we 
are purchasing and how we are purchasing and paying, and how the 
economy is affected thereby, for good or ill. 

I want to make it clear that by undertaking this inquiry and ask- 
ing the first series of witnesses to appear, the subcommittee does not 
suggest that the witnesses whom you will hear are called in any special 
order or any special purpose than to inform and advise the subcom- 
mittee from their own experiences. 

I think it will be evident as this inquiry begins that thought and 
effort have gone into the presentation we will have; and I am con- 
fident the subcommittee, the industry, and the country will profit by 
the information developed here as the picture unfolds. 

For that reason, I desire to express my appreciation to North 
American Aviation, Inc., and to Lockheed Aircraft Corp., and the 
others who will follow, for the time and effort which they have con- 
scientiously and generously given to answering our points of inquiry. 

No special format has been set out. Instead, the subcommittee has 
suggested and the witnesses will have responded with points for dis- 
cussion to be presented in their own way. 

We must know whether prices are rising because of anything that 
has been left undone by the Government. 

We must know something of the negotiations and the character and 
the effectiveness of the contracting procedures for these new weapons. 

We must ascertain which of the systems now in vogue (about which 
there is some skepticism in high places) is well conceived and whether 
it affffords the proper protection for both Government and contrac- 
tors, while, at the same time, being an effective way to meet our mili- 


tary requirements. 

Is this system efficient and effective? Are we departing from the 
traditional American economic system of competitive pricing and 
production? Are we preserving incentive? Are Government funds 
bettia used to finance, explore, and exploit domestic markets in com- 
petition with established nondefense businesses? Are the bases of 
suppliers being reduced or constricted ? 
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If these things should develop, are we imperiling our sources of 
supply should any portion of them fail? What, in fact, are the pros- 

cts, militarily and economically, as a matter of policy and proce- 
dure, as we look upon a new era in weapons? These are some of the 
things on our minds as we begin our study. 

Before I call the first witness, I want to repeat for the sake of em- 
phasis the fact that this committee is not interested nor is it explor- 
ing or plowing over ground which has been plowed by other com- 
mittees of this Congress, in the field of weaponry and missiles. 

This subcommittee is not seeking to hit the moon, nor is it seeking 
to suggest to the military experts the type of weaponry it must use. 

This committee is interested in its primary mission of finding out 
how much the bills are going to be, who is going to pay the bill, and 
whether the American taxpayer is getting 100 cents on his tax dollar 
in that particular area. 

I want that to be definitely understood, that this committee’s hear- 
ings are not an encroachment nor a repetition of any hearings which 
have been held heretofore in connection with missile development. I 
want that to be clear in everybody’s mind. I don’t want any confusion 
on that subject. 

This is a new hearing, in a new field, as far as missiles are concerned, 
but not a new field as far as this subcommittee is concerned. Its mis- 
sion has been procurement and its mission has been, to use the language 
that we all understand—its mission has been to be the watchdog of the 
Defense treasury, and we will only proceed in that area and in that 
way. 
X ow, the first witness this morning will be Mr. J. L. Atwood, presi- 
dent of North American Aviation, Inc. 

Mr. Atwood’s testimony will take approximately three sessions. I 
think it would be advisable that he proceed without interruption, as 
has been the subcommittee practice. 

If this presentation today concludes before we are summoned to the 
floor, perhaps we might take a few minutes in question, but in general 
I believe it best to allow the question to await the conclusion of his 
formal presentation. This procedure has been found very successful 
by this subcommittee in the past. 

Now, Mr. Atwood, I want to express to you the appreciation of the 
subcommittee for the generosity, the time, and effort which you have 
put into preparation for this hearing. 

Since this testimony will be printed, I hope you will without hesi- 


tation place a personal biography of your professional and business 


distinctions in this record. 

Now, of course, all of us on this subcommittee know you and/ you 
know most of us, from other days. You have your eminence in your 
chosen field. But the permanent record, I think, should be augmented 
with a more ample statement. 

So, if you have such a statement, it can be inserted in the record at 
this time, or you may do so at a later date. And may I again say to 
you personally, Mr. Atwood, on behalf of the committee and the older 
members of the committee and the new members, we are glad to have 
you with us again and we appreciate your appearance. 
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JOHN LELAND ATWOOD, PRESIDENT AND DIRECTOR, 
NortH AMERICAN AVIATION, INC. 


Born Walton, Ky., October 26, 1904. Education: Plainview, Tex., public 
school; AB degree, Hardin-Simmons College, 1926; BS degree, civil engineering, 
University of Texas, 1928. Began as junior airplane engineer with the Army Air 
Corps, Wright Field, Dayton, Ohio, 1928; design engineer, Douglas Aircraft Co,, 
1930; chief engineer, North American Aviation, Inc., 1934; vice president, 1934; 
first vice president, 1941; president, 1948 to present. 

Honors: Honorary Doctor of Engineering, Stevens Institute of Technology, 
1955; President’s citation of merit for war contributions, 1948; Commander of 
Merit by Republic of Italy for aviation contributions, 1955. 

Memberships: Institute of Aeronautical Science, Inc. ; fellowship 1939 to pres. 
ent; president 1954 to 1955; American Management Association, director 1945 to 
1958 ; Atomic Industrial Forum ; director 1945 to 1958 ; Industry Consulting Com- 
mittee, National Advisory Committee for Aeronautics; member 1956 to 1958; 
chairman 1958 to 1959. 


Mr. Hésert. Now you may proceed as you desire. 


STATEMENT OF J. L. ATWOOD, PRESIDENT OF NORTH AMERICAN 
AVIATION, INC. 


Mr. Arwoop. Mr. Chairman, I first want to express my appreciation 
for the opportunity to appear. I think it is a very good time to render 
an accounting of our stewardship which we have manifested and to 
outline some of the factors involved in our technological progress and 
our weapons development. 

I did not prepare a biographical statement, but if it is satisfactory 
to the chairman, I will give the counsel a brief résumé of my back- 
ground for future incorporation in the record. 

In accordance with your suggestions, we have prepared testimony 
for three mornings. If I may proceed, I will read my prepared 
statement at this time. 

I hope to make a useful contribution to public knowledge and under- 
standing on a matter that I believe is of primary interest to the 
subcommittee at this time. 

I refer to weapons system contracting. The term “weapon system 
contracting” is in common use today, but it seems to mean different 
things to different people. These differences often lead to misunder- 
standings and misconceptions. Because of the need for arriving at 
a common ground of understanding, I will try to describe, as I see 
it, what weapon system contracting is, why it evolved, and how it 
is being utilized. 
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Our company cannot claim to be either the inventor or the author- 
ized champion of weapon system contracting, but we are in a position 
to know something about it because we are in the middle of several 
very large and very important weapon system programs. 

I understand that I will be permitted the forepart of the next 
3 days to present this statement, and with your permission I will 
use this time to cover the following topics: For the rest of this day, 
I will first review my company’s qualifications and experience in air- 
craft and missile manufacture and related fields. I will discuss the 
rapid acceleration of air weapon performance requirements in recent 
years, the increase of developmental work necessary in the procure- 
ment of aircraft and missiles, the evolution of weapon system con- 
tracting, and its major advantages. 

Tomorrow I will describe how weapon system contracting is being 
applied in some of our current programs, including an account of 
our contractual arrangements. 

On the third day I will cover North American’s small business 
program and the reasons for our faith in the military progress that 
will be realized under weapon system prime contracting. This will 
include a summary of my remarks and an expression of my views on 
the comparative role of manned and unmanned air vehicles in our 
defense posture for the foreseeable future. 

I would like now to begin by putting into the record a brief sum- 
mary of our company’s qualifications and background. And I have 
reports which I should like to show to you. 

This chart shows some of the principal aircraft and air weapons 
which North American has developed in the past. 
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One of the first is the T-6, a trainer used by most of the Allied 
countries during the war. This is Mr. L. R. Taylor, vice president of 
the company and assistant to the president, who is assisting me in the 

resentation. ; 

We have the P-51 fighter plane, which was produced in quantity 
during World War II. 

The B-25 bomber, used during the last war. l 

The B-45 was the first four-jet bomber ever developed. It was uti- 
lized after the war. 

The F-86 Sabre jet fighter, produced after the war and rendered 
extensive service. It was utilized during the Korean war in particu- 


ar. 
The F-100 fighter is still in production. It is the first supersonic 
operational aircraft. — 

The A3J is going into service for the Navy, a supersonic attack 

Jane capable of operating from a carrier. 

The X-15, a research vehicle, which is currently being tested for 
exploration of the upper atmosphere and the inner edges of space. 

Finally, the GAM-77, a missile, which is to be employed on the 
B-52 for extending the range of the B—52 in attack and bombardment 
missions. 

North American Aviation was 30 years old a few months ago, hav- 
ing been formed in 1928. 

Oh, this is the second part of it. 

Mr. Courtney. You passed that. 

Mr. Arwoop. I hadn’t planned to use this chart for a moment. But 
1 will discuss it. 

We have, in addition to the aircraft which we have shown, devel- 
oped rocket engines, which are utilized on most of the large missiles 
in this country; inertia] navigation systems for aircraft, missiles and 
submarines; and nuclear reactors, which are being employed for the 
generation of heat. 

North American Aviation was 30 years old a few months ago, hav- 
ing been formed in 1928. For the first few years it was a holding 
company managing investments primarily in aircraft manufacturing 
and air transport firms. Beginning in 1935 it concentrated on the de- 
sign and production of military aircraft. 

Among the first models were the O-47, a greatly improved observa- 
tion plane; and the BT-9, which won an Air Corps design competi- 
tion for a basic trainer. The latter represented radical improvements 
in performance and maintainability, and this airplane became the 
oredecessor of the most widely accepted airplane in history, the T-6 
cen, which I showed you on the first chart. As the first specially 
designed advanced trainer to come into genera] use, the Texan was 
used by both the Air Corps and the Navy, as well as virtually every 
Allied air force in World War II. 
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In 1939 the company won an Air Force design competition for a 
twin-engine medium bomber, and received the largest order ever 
placed by the Air Corps to that date for what was designated the 
B-25 Mitchell. Success of the: B-25 in all World War II combat 
theaters resulted in its being the only medium bomber whose produe- 
tion spanned the entire war. It was the airplane chosen for the 
memorable Doolittle raid on Tokyo in 1942. 

In 1940 the company designed for the Royal Air Force a new 
fighter that incorporated all the latest technical advancements, in- 
cluding the first application of the low-drag laminar flow wing theory 
developed by the National Advisory Committee for Aeronautics, 
The result was the Mustang, which was soon accepted into the U.S 
Army Air Force inventory as the P-51. It has been called the out- 
standing fighter of World War II and is considered by many to be 
the greatest propeller-driven fighter of all time. 

The early postwar era was characterized by a transition from pro- 
peller driven to jet aircraft. North American played a leading role 
in this development, beginning extensive work on jet-propelled 
fighters and bombers for the Army (later the Air Force) and Navy. 
Our company developed the first carrier-based operational jet fighter, 
the first four-engine jet bomber, the first swept-wing jet fighter, the 
first one-man jet interceptor, and the first operational supersonic 
fighter. One of these, the F-86 Sabre jet fighter, was the principal 
United Nations fighter in the Korean war, and achieved a ooridbal 
victory ratio of 14 to 1 over the Soviet MIG-15’s. 

Subsequently, our F-100 Super Sabre broke the sound barrier in 
its initial test flight, thus becoming the first operational airplane in 
history to achieve supersonic level flight. In designing, developing, 
and building the F—-100, the company pioneered the solution of many 
difficult aerodynamic, control, thermodynamic, structural, and manu- 
facturing problems. This technical achievement resulted in the award 
of the Collier Trophy for 1954 to J. H. Kindelberger, chairman of the 
board of North American Aviation. 

This next chart is used with reference to the following discussion. 
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The limited success of the German V-1 and V-2 missiles in the 
latter part of World War II indicated to us that this type of weapon 
would play a powerful role in any future conflict. To meet this chal- 
lenge, the company in 1945 organized a nucleus of engineers and 
scientists to advance the missile technology begun by the Germans. 

In 1946 the Air Force awarded the company a study and research 
contract under which significant developments in propulsion, aero- 
dynamics, and other missile areas were achieved. 

In 1950 the Air Force authorized us to proceed with an intensive 
program aimed at development of an aerodynamically controlled, 
supersonic, intercontinental] guided missile, which became known ag 
the Navaho program. 

Even before this time—that is, in our early missile investigations— 
we had expected to subcontract such major elements as the rocket en- 
gines and the automatic inertial guidance equipment. But we found 
that the components and equipment senniael were not available, and 
further, that no existing industry in the Nation had experience in 
the development of such equipment. We were thus forced by circum- 
stances and with Air Force backing to develop the basic technolo 
of missilry, including rocket engines and automatic guidance equip- 
ment. 

Nor is this kind of company diversification, based on sheer neces- 
sity, a new development. I would like to cite as a precedent an early 
airplane manufacturing team, Wilbur and Orville Wright. 

uring the development of what would become the first success- 
ful airplane, they needed an engine weighing not more than twenty 
pounds for each horsepower it provided. They wrote to a number 
of automobile and gasoline engine manufacturers, asking whether 
they could deliver such a motor. 

Not only was such a product unavailable, but most of the companies 
replied that they were too occupied with their regular work to handle 
this kind of special order. So the Wright brothers had to build their 
own motor—a 16-horsepower affair that more than met their weight 
requirements. 

I mention this early diversification by North American to dispel 
any thought that our work in these fields might represent a recent 
expansion into areas already occupied by competent contractors. 

In fact, for 14 of our 24 years as a manufacturer, or 60 percent of 
our manufacturing history, we have been engaged in various non- 
aircraft projects. In 1955 this diversification was formalized by 
divisionalizing the company as shown in this chart. 

This is the structure of our company, gentlemen. 
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We have six operating divisions that handle products that are 
depicted here. I will go through them with your approval. I will 
do that for background to understand what we are doing. 

At our Los Angeles Division, which is our old home plant where 
we started to build airplanes: Here we are now designing and build- 
ing the X-15, the research aircraft you have heard of; the F-108, 
advanced long-range fighter; and the B-70, a highly supersonic 
bomber. 

The X-15 is being jointly sponsored by the National Aeronautics 
and Space Administration, the Air Force, and the Navy. The F-108 
and the B—70 are Air Force projects. 

In Columbus we are currently producing the A3J-1, the carrier- 
based supersonic attack plane, a bomber plane; and the T2J-1, a jet 
trainer. Both these projects are for the Navy, at Columbus, Ohio. 

Our Missile Division is building the GAM-—77 missile mentioned 
before, which is to be attached to the B-52. It is an air-to-ground 
missile for bombardment purposes. The division is also developin 
a medium-sized booster for the National Aeronautics and Space Ad 
ministration. The GAM-77 is on contract to the Air Force, with 
the cooperation of the Boeing Co. 

Our Rocketdyne Division makes rocket engines. We have here the 
engine for the Redstone missile for the Army, the Jupiter missile for 
the Army, the Atlas missile for the Air Force, the Thor missile for 
the Air Force, and these are two advanced engines. 
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This F-1 is a million and a half pound engine, being developed for 
the National Aeronautics and Space Administration. And the H-] 
engine is an engine of about a third of that size, which is much larger 
than any of these others; it is being developed for the Air Force for 
possible military applications. 

Autonetics Division 

Mr. Price. Is the F-1 asingle engine or a cluster engine? 

Mr. Arwoop. I beg your pardon. The F-1 is a single-barrel engine, 
Mr. Price, but the H-1 I misstated. It is the cluster engine, and I am 
sorry and apologize for the error. I was thinking of some other 
program. 

The H-1 engine is the cluster engine being developed for the Army, 
which is going to develop a booster for the Advanced Research Proj- 
ects Agency. Iam glad you clarified that. 

Our Autonetics Division is making—this is a small radar. We call 
it NASARR, which is a series of abbrevations. It is going primarily 
into the Republic F-105 fighter plane for the Air Force. This js 
rather advanced equipment and very capable of improving the charac- 
teristics of the airplane. 

This is a radar-equipped inertial navigation system. We call it 
the REINS. It is incorporated in the A3J-—1 for the Navy, an attack 
plane. 

The N5dG is an autonavigator. It is an inertial autonavigator. 

The P-89 is a flight control system for the GAM-77 millie. The 
N2J is an inertial navigation system to be incorporated in a bombin 
navigation subsystem which is being built by the International Busi- 
ness Machines Corp. 

The N7A is the Polaris submarine autonavigator. And the N10 
is the guidance system for the new Air Force Minuteman missile. 

Our Atomics Division: There we have the sodium reactor experi- 
ment which was developed for the Atomic Energy Commission, and 
it is now producing heat for commercial electrical power generation, 

The organic moderated reactor experiment has been built at Arco, 
Idaho. It is an organic reactor. We call it organic because it has an 
organic fluid going into the reactor for the extraction of the heat and 
moderation of the reactor itself. 

The Hallam project is a major powerplant near Lincoln, Nebr., 
which is being built jointly by the Atomic Energy Commission and 
the Consumers Public Power District of Nebraska. We are building 
that. 

In Piqua, Ohio, we are also building a plant jointly sponsored by 
the Atomic Energy Commission and the city of Piqua. It is an or- 
ganic plant. 

And finally, the L—77 is a small research reactor which we are sell- 
ing to quite a number of institutions for research purposes. 

We have, in addition, two partly owned affiliates. Interatom is a 
German affiliate. We own half of it. The other company is called 
Demag, owning the other half. It is for development of nuclear 
power applications in Germany. And we own half of Astrodyne, 
which is jointly owned with the Phillips Petroleum Co. It operates 
in McGregor, Tex., to produce solid propellant rockets. 

This, then, is a structural outline of the company and its principal 
projects. 
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Mr. Price. What particular nuclear ship propulsion are you talking 
about there ¢ 

Mr. Arwoop. Why, there is a study program for an organization at, 
Hamburg. I really can’t give you—I mean, I don’t remember the de- 
tails, Mr. Price. It is over in Germany. 

Mr. Price. Germany 4 

Mr. Arwoop. Yes. 

During the 30 years that our company has been in existence, which 

eriod happens to coincide with my own span of experience in aero- 
nautical design and development, we have seen air vehicles advance 
from the 100- to 200-mile-per-hour speeds characteristic of the late 
twenties to the point where we now commonly state speed capabilities 
in multiples of the speed of sound. It is difficult to realize the many 
ramifications of this progress, although some understanding of these 
things is essential to any appraisal of the weapon system development 
concept and the conditions that brought it into being. 

I would like to present just a few examples of trends in air weapon 
development problems. 
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I won’t comment on that chart particularly, gentlemen. I will 
leave it there for reference, but it is an indication of the rapidity of 
technological progress. It is only one indication, I will say, but it 
might give you some index number that would be of value. 

Underlying our engineering problems, of course, is the fact that in 
air weapon design we are always working at the outer limits of science 
and technology. The rates of progress since the 1920’s in speed and 
altitude performance are indicated roughly on this chart for manned 
weapon systems. As you can see by the performance trend, our prog- 
ress was relatively gradual in the early years, but in recent decades 
has accelerated very rapidly. The same kind of acceleration has also 
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coment in other performance measurements, such as range and alti- 
tude. 

When I appeared before this subcommittee in 1956, I described 
some of the principal problems that we faced in such areas as high- 
temperature structures, high-speed navigation, automation of equip- 
ment, and so forth. 

Today I would like to emphasize the growing need for integration 
and coordination among the various design teams that must solve 
these problems. Because of the close functional interdependence of 
all the components and subsystems that go into a modern weapon 
system, there is need for extraordinary coordination from the earliest 
design concept down through the entire engineering and development 
process. Generally speaking, we can no longer take a piece of equip- 
ment out of the catalog as in an earlier day of airplane development, 

I would like to show youan example. Here is a typical case of what 
we are having to do today. 
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The upper picture above this line shows you the conventional air- 
speed indicator which you are all familiar with, and the way it is 
connected up and the way it is used. 

Now, a pitot tube senses the airstream pressure, both static and 
dynamic. From the tube it is taken to a gage which indicates the 
speed to the pilot. This has been in use ever since we have had air- 
craft, practically. 

Now, here is the general idea of the functions that must be served 
by this same type of input in a bomber like our B-70. 

We still show the pilot an indication of his speed. But we take the 
pressure and other inputs, including temperature, and take them toa 
central air data system, which includes a computer for digesting the 
information. Then we take functional and numerical outputs to the 
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pombing-navigation system for its consumption and use, to the auto- 
matic flight control system; somewhat different numbers are fed, to 
the air induction control system, which controls the air to the engine, 
where some additional data are necessary ; and the engine control sys- 
tem requires this same type of information. 

So, of course, we wouldn’t have a completely different system for 
sensing air temperature in these things for each of these requirements. 
We take it at one point and then tailor these outputs to the require- 
ments of these systems. 

So here you take the pitot tube, the air pressure unit, and we make 
this functional input serve these other uses in that fashion. 

It is an indication of why we don’t have here a series of nonrelated 
types of inputs from airstreams and temperatures. We have one and 
use it for all these functions. You see, certainly, the weight and the 
cost savings. 

Now, as an example of another kind of integration that is necessary 
as a result of performance progress, let us consider the matter of 
radar range. 
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You are all generally familiar with radar, which is used to reach 
out and sense objects many miles away by radiation reflection. It is 
used as an extension of man’s vision 1n weapon systems. 

As the speed of the basic vehicle is increased, the range of detection 
must be extended in direct proportion to provide the crew with the 
same decision and reaction time. 

The extension of radar range can be achieved by increased antenna 
size in accordance with the size-range relationship. It can be achieved 
also by increased signal strength, or by a combination of both antenna 
size and power input. Both alternatives affect the speed and range of 
the basic vehicle in varying degree or, given a required speed and 
range, they would affect the configuration and size of the vehicle. 








16 WEAPONS SYSTEM MANAGEMENT 

Frequency change would be a third way of extending radar range 
but this becomes involved with the penetration capability in bad 
weather. Penetration and discrimination are factors which must be 
considered. To gain reaction time by extended range, only to loge 
discreteness of the information, would not aid the decision process 
The state of technology in all these facets of the problem must be con. 
sidered in determining the proper balance for the system. This js 
only one of many considerations that are routine problems through al] 
phases in development of a new weapon system. 

I believe it illustrates the type of coordination and integration re. 
quired in achieving an operable, well balanced weapon system. No 
standard equipment will permit proper solution of this problem. 

I have discussed some of the performance trends that are being 
achieved in air weapons and their complicating effect upon the inte- 
gration of subsystems. Now I would lke to make the point that, as 
air weapon performances increase and our developmental problems 
become more complex and difficult, the amount of technological effort 
required also increases. Let me give you a better idea of the scope of 
technical effort required on present-day weapon system development 
projects, whether missiles or manned aircraft. Looking at only the 
effort expended by our company, here is a chart showing the trend over 
a period of 20 years in fighter and interceptor design. 


TECHNICAL EFFORT INVOLVED 
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You note we have recorded the engineering hours required for the 
P-51, the F-86A, the F-86D, the F—100, and estimated for the F-108. 

This would be all engineering up to the 200 airplane delivery point. 
You can see for yourself that the scale is ascending at a geometric 
rate. And whereas the F-86A required 1,700,000 engineering hours 
to complete its development and to get it into production, we estimate 
that the F-108 will require 18,440,000 hours to achieve the same point. 
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This compares engineering man-hours spent up to comparable points 
in production for the airplanes indicated and for the F-108 interceptor 
weapon system. 

Bear in mind that this is a conservative representation of the trend, 
because it does not reflect the increase in engineering effort for equip- 
ment development—only the air vehicle effort. 

Accompanying the increases in performance and technological ef- 
fort has been a great increase in what we could call the “importance of 
eing right.” That is to say, it becomes increasingly essential that we 
arrive at the optimum technical solution, because the penalty for being 
yrong or less than optimum rises sharply. This penalty can be felt in 
terms of impaired performance, reduced combat. effectiveness, in- 
creased cost of procurement, and substantial delay in operational 
availability. Here is an example. 


EFFECT OF ENGINE AIR INLET DESIGN 


ON BOMBER RANGE 
ASSUMING 5% REDUCTION IN EFFICIENCY OF DESIGN 
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It is only a bar chart, but I should explain it. We assume some- 
thing less than optimum in the efficiency of the engine air inlet, that is, 
the air intake duct. 

If we assume a loss in efficiency of 5 percent for reciprocating engine 
of conventional design, we lose 1 percent in the range of that machine. 

When we assume a 5 percent loss in efficiency of a turbojet engine 
ma subsonic cruising airplane, we experience a 2 percent loss of 
nnge. But when we go to supersonic cruise, such as in the B-70 or 
F-108 or some missiles, a 5 percent reduction in efficiency will cause 
121 percent loss in range at approximately three times the speed of 
sound. 

So this is only emphasizing the necessity for optimization and the 
increasing consequences of something less than 100 percent efficiency. 

I have shown that the problems of air weapon development have 
en increasing sharply and that, as a matter of economy and se- 











18 WEAPONS SYSTEM MANAGEMENT 


curity, there is a growing premium upon optimum solutions o 

a 0 Against this background it should be clear ty ba 
ave been strong incentives for Government procurement officials and 

defense industry to revise methods and procedures that perhaps were 

adequate in an earlier day but would be hopelessly outdated in oyp 

present technological environment. 

As a matter of fact, the evolution of defense procurement and ad- 
ministrative techniques has proceeded gradually and constantly rather 
than suddenly, but over a period of years it is possible to delineate 
definite and substantial changes. These evolutionary changes in tech- 
niques have occurred as a result of changes in the task at hand. 

Doubtless you are generally aware of past policies and practices in 
air weapon development and procurement. For many years prior to 
World War II it was standard procedure for the Army Air Corps 
and the Navy to circularize industry with a requirement and invite 
interested bidders to turn up on a prescribed date with not only a 
design, a delivery schedule, and a price quotation—but also with a 
flying demonstrator built on speculation by the would-be contractor, 

An example of an airplane produced for this kind of competition 
was our BC-1, a forerunner of the famous T-6 series, which was 
demonstrated at Wright Field in March 1937. We purchased the 
engine, propeller, instruments, and other standard components and 
devices direct from other manufacturers, fitted them into the assembly, 
and tried to make everything work together. 


Later, if we were fortunate enough to get a production contract, 


the Government bought the production quantities of many of these 
equipment items from the manufacturers and supplied them to us 
for installation. While some minor changes were often necessary in 
this equipment to fit the airplane installation, for the most part these 
were standard shelf items that might be used in a half a dozen or more 
different types of aircraft. 

Just prior to the start of World War II the Government initiated 


the policy of buying design competition airplanes—that is, airplanes , 


that existed only as designs. This was necessary because it was be- 
coming slow and wasteful even then to undertake development on any 
other basis. One of the first airplane projects under this concept was 
the B-25 Mitchell twin-engine Sotaber, I have here a copy of our 
original proposal specification on that airplane, dated June 5, 1989, 
and I want particularly to refer to the equipment list that is appease 

There are 11 pages of basic a equipment list covering about 210 


different items ranging all the way from two Wright engines down to 
such minor items as switches and lamps. About 80 percent of the 
items were Government-furnished and the remainder contractor-fur- 
nished. The significant aspect is that in this proposal specification, 
written about 3 months before we got even a design go-ahead, prac- | 
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tically every equipment item carried a definite drawing or model num- 
ber indicating that it was already in existence. 

In other words, we were in effect surveying all the available equip- 
ment that had been developed up to that time, choosing the items 
that would be best adapted to our application, and combining them 
with our new airframe concept to meet the Air Corps requirement. 

Coming forward into the period of the early jet aircraft, I have 
here a similar model specification, dated May 15, 1945, for the first 
concept of the XP-86 jet fighter, which later became known as the 
F-86 Sabre. ‘Toward the back of this specification we have 19 pages 
of equipment listed, again comprising about 210 items as in the case 

the B-25. 

Tapwerer: while 80 percent of the B-25 items were Government-fur- 
nished, we find that only about half of the F-86 items were Govern- 
ment-furnished, with the remaining 50 percent to be furnished by the 
contractor. ; 

I believe this illustrates the trend that was occurring in aeronautical 
development toward the specially designed component that must be 
conceived in conjunction with the airframe and integrated with the 
structural and performance requirements and with all the other items 
of po. For instance, in the XP-86 equipment list there ap- 
pears this item: 

1 Cabin Aircooler and Turbine, Airesearch Mfg. Co., drawing No. 19278, or 
equivalent. 

In an experimental specification of this kind, the words “or equiva- 
lent” usually mean that there is no piece of equipment exactly suited 
to the job, but that the item specified comes fairly close and can prob- 
ably be adapted for the purpose. Our records indicate that Aire- 
search did develop this equipment for the Sabre. I understand that 
the drawing number shown in our preliminary model specification 
related to equipment that had been utilized on the P-80 jet fighter, 
built by another company. 

We did make inquiries as to more suitable equipment. 

I also understand that something on the order of 5,000 engineering 
man-hours were put in by the Airesearch organization to adapt this 
P-80 refrigeration unit to the higher requirements of the faster 
XP-86, and that perhaps another 10,000 engineering man-hours went 
into improvement and development of the unit during the production 
runon the Sabre. 

Needless to say, if the basic Airesearch equipment had not been in 
existence, the development cost would have been substantially greater, 
and in addition there might conceivably have been a schedule delay 
that would have been a limiting factor in the entire Sabre program. 

Through these references to earlier systems I have attempted to 


} demonstrate two main thoughts: 
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(1) There was a trend toward procurement of systems and equip. 
ment through the airframe prime contractor, a trend that resulted 
from the increasing need for adaptation and integration with other 
equipment and with the airframe. 

(2) Despite this trend, the airframe prime contractor continued to 
rely upon proprietary equipment development work done under 
Government sponsorship by specialized firms. As in the instance of 
the Airesearch refrigerative unit, we could not have achieved our 
design objectives within the prescribed time phasing without draw. 
ing upon this bank of experience and progress in many specialized 
fields. 

As defense technology continued to advance in succeeding years, it 
has become increasingly necessary to have early integration of each 
piece of equipment with all related equipment and the entire system, 
Therefore, it became desirable to develop groups of items together ag 
integrated subsystems, which together make up what we calla weapon 
system. This trend was recently described by Ralph Cordiner, chair- 
man of the board of General Electric Co., in these words: 

Where the need was once for a large number of general-purpose components 
and subsystems, the demand is increasingly for complete systems and even super- 
systems. The need for components of very high reliability and advanced de. 
sign remains, but they must more and more be planned in context with the concept 
and design of the system of which they are to be a part. 

Thus there emerged the present pattern of weapon system develop- 
ment contracting. Through experience on equipment for other wea- 
pon systems, or under Government-sponsored or independent. re- 
search and development work, many firms have developed advanced 
capabilities in particular types of subsystems. After the prime con- 
tractor and subcontractors have been selected, these capabilitne are 
applied in a coordinated way to achieve compatible solutions of all 
design problems. 

Thus, gentlemen, weapon system contracting as we know it toda 
has been evolved in order to make possible the development of opti- 
mum defense equipment at minimum cost and lead time, in a period 
of rapidly accelerating technological progress. 

I propose next to outline what weapon system contracting consists 
of, because I believe that there may be considerable misunderstanding 
even in the fundamental matter of definition. In fact, engineers find 
it hard to explain to other engineers. 

The term “weapon system” may refer to any unit of military power, 
such as an airplane or a missile, together with all its related equip- 
ment, supporting facilities, and skills required to maintain and oper- 
ate it in combat. Use of the term encourages everyone involved to 
think of the total requirement instead of the individual tasks. That 
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is, when we refer to such and such a weapon system, we are more 
inclined to visualize the spare parts, the test and maintenance equip- 
ment, the ground and aircrew training, the hangars or stands, and 
all the other equipment and skills necessary to make any weapon self- 
sufficient and operational in its military environment. Of course, the 
services have always bought these supporting elements, and in that 
sense there is nothing new in this weapon system concept. 

Going a little farther in this matter of definition, we find that use 
of the weapon system term by the services, and particularly the Air 
Force and Navy Bureau of Aeronautics, began in the early 1950’s. At 
that time we began to hear the term “weapon system concept,” which 
simply meant that all the elements going into a weapon system had 
to be developed according to an overall design and a carefully 
scheduled program. 

Under this procedure each major system would be integrated earlier 
in the design stage, so that the entire weapon system would be opti- 
mized without later resorting to performance compromises and 
costly, time-consuming retrofit and modernization programs. 

Starting in 1953 the Air Force took a major step toward earlier in- 
tegration of the various elements of a new military weapon by an- 
nouncing the idea of making a single prime contractor responsible for 
coordinating virtually all aspects of development. Weapon system 
contracting was not adopted overnight for all programs, but rather 
was approached cautiously and experimentally, gradually being util- 
ized more and more fully in more and more programs. 

Other techniques were tried on certain programs, such as the tech- 
nical advisory and special weapon system management arrangement 
established by the Air Force for its ballistic missile programs, 

It should be emphasized that the trend toward seoline integration 
of components was not a new thing at all. We had been moving in 
that direction for many years as a matter of necessity—with both the 
services and industry striving to improve the coordination, eliminate 
the bottlenecks, and reduce costs and lead time despite vastly more 
difficult technical problems, 

Perhaps I might at this point, as a framework for further discus- 
sion of the weapon system technique, briefly summarize how it works. 
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The first step in procuring a weapon system, of course, stems from 
the defense mission that has been assigned to one of our services. Of 
course, that is the Air Defense Mission or the Strategic Bombardment 
Mission or the Limited War Mission, or Tactical Air Mission. 

These things have been set up by the Defense Department and 
through statutory assignments of responsibility. From this stems an 
operating requirement fora distinct weapon system. ; 

This is worked out as to technical analysis, time phasing analysis, 
and budgetary and logistics analysis work. The Air Force, the Navy, 
and the Army—in their consideration of these things—are assisted 
by many agencies in making such analyses—their own staffs, special 
research groups, universities, and certain studies made by contrac- 
tors and other people. 

It is a very large job to evolve a satisfactory, stable, operating re- 
quirement. ‘This is the job of the military services. _ 

When an operating requirement has been established and various 
tests have been applied to it, the following procedure is generally 


engaged in. 
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From the operating requirement stems a solicitation of proposals 
for designs and solutions to this operating problem. More than sim- 

le design, this is a complete technical solution involving a tremen- 
dous amount of analytical work, design work, as well as conceptional 
work. ; tne 

This, then, results in a competition, one of the most exacting types 
of competition, gentlemen, that the world has today. 

It is a competition with respect to the solution of this operating 
requirement, reducing it to designs and discrete technical solutions. 

These companies are rated in competition against each other in this 
respect. & ‘ale ; 

The competition must be decided by judges. This judgment deci- 
sion is rendered by the military service through various boards and 
committees that are established for this purpose and various ratifica- 
tion of these determinations up to and including the Secretary of the 
service, usually. 

A company is selected as a result of this competition. 

Then, of course, the work is phased—Phase I, Phase II, Phase IIT. 
This phasing is generally divided as follows: Phase I would be wind 
tunnel tests, mockup and design work—also inspection and check at 
every stage to determine the conformance of the solution, the work 
with the requirement, and technical factors required by the military. 

Assuming this is satisfactory, completion of the design and the test 
aircraft or missiles are produced in Phase II. Assuming it still 
stands the test of time, technical excellence, performance and all these 
things, cost and so forth, they go into production, which is phase III. 

That is essentially, in brief outline, the evolution of a requirement, 
the execution of a competition, and the development of a weapon. 

The weapon system prime contractor is responsible for selecting, 
subject to the Government’s approval, the companies that will be 
given contracts to develop these major systems and for coordinating 
all design and programing decisions. In addition, the weapon system 
prime contractor normally has responsibility for engineering the air 
vehicle, whose configuration helps determine the parameters of the 
various major systems and related subsystems. 

If the Government is satisfied with progress in the phase I pro- 
gram, the next step is the award of a phase II contract for completion 
of design and construction of early units for testing. Again the 
weapon system contractor in turn awards appropriate contracts for 
necessary major systems, while still assuming overall responsibility 
for programing, integration of designs, and, of course, the physical 
mating of the various components, demonstration testing, and de- 
livery to the customer. The basic development of the weapon system 
may be said to be completed when a fuliy acceptable weapon system 
is placed in operational inventory. At this point the various contrac- 
tors concerned will normally have moved into phase III of the pro- 
gram, which is production to supply the prescribed inventory level. 

Of course, it is not only the prime contractor who carries a large 
technical and managerial responsibility under a weapon system de- 
velopment program. Through the system approach to equipment ‘e- 
velopment. we utilize the business principles of specialization and 
decentralization, bringing together in one large package a number of 
related items of equipment. Therefore, an important share of respon- 
sibility is borne by each of the first-tier major system contractors, and 
a proportionally declining share by the lower-tier subcontractors. 
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This chart is schematic with respect to the tiers of suppliers. The 
prime contractor assumes overall responsibility for coordinating the 
myriad technical decisions, taking inputs from the customer and from 
each of the major system firms, evaluating all the factors that may 
affect optimization in a particular design area, and providing neces- 
sary design guidance to the system firms in order to achieve the 
optimization and balance performance against schedule and cost 
considerations. 

The same process, of course, is repeated down the line through the 
successive tiers of subcontractors, so that what might otherwise prove 
an impossible coordinative and technical management problem is 
logically distributed so that it assumes reasonable proportions at each 
level of the pyramid. 

Let me now enumerate some of the advantages that I see in weapon 
system contracting, advantages that make it possible to procure today’s 
extremely sophisticated weapons within minimum time and cost 
limitations. 

The first advantage is that it enables the military service to retain 
control of a weapon system program while giving sufficient latitude 
to the prime contractor to get the job done. At every major step in 
the design and development of a weapon system, the Air Force or the 
Navy maintains a decision-making prerogative. 

A representative of the service maintains resident surveillance over 
the program at the contractor’s plant. The same kind of milestone 
reporting and cost accounting required of the subcontractor is in turn 
required of the prime contractor. Yet the prime contractor is given 
authority to deal directly with the subcontractors in such vital matters 
as the integration and test of relaxed subsystems. Problems arising 
from changes in specifications that require changes in other com- 
ponents or systems may be handled directly between the contractors. 

Secondly, this method provides the most advanced weapon systems 
possible in any given time period, because it permits the design of a 
weapon system around a number of subsystems that are not yet fully 
developed. Under the old method a large proportion of the equip- 
ment going into a new airplane was already in existence as actual 
hardware. If we were still using this method we would have to down- 
grade overall persermanee by the use of obsolescent items, and we 
would be unable to achieve the close integration between systems that 
is so necessary for optimum performance. But under weapon system 
contracting this integration Seales in the design stage. The subcon- 
tractors are providing the most advanced projection in their system 
specialty that they can reliably schedule, and their technical and man- 
agerial skill in making these projections materialize. 

In addition, innovations that appear in the industry during the 
developmental period may be fitted into the program more readily 
under the weapon system plan because there is effective machinery for 
fast coordination and integration of changes. Thus, this method pro- 
vides a systematic means for utilizing the most advanced technical 
developments that are being made in the broad base of industrial and 
Grovernment-sponsored research and development that is constantly 
being pursued in such lines as engines, radar, navigation, armament, 
hydraulics, computers, automatic controls, and many others. I want 
to emphasize that weapon system contracting is not contradictory to 
a broad base of technical development, but rather depends upon and 
proceeds from such a base. 
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When a weapon system program is undertaken there is a bringin 
together of all these lines of development and an adaptation in terms 
of shape, form, and > eager to the requirements of the particular 
weapon system. In other words, weapon system development repre- 
sents the utilization of a broad spectrum of development efforts rather 
than a substitution for such efforts. 

The third advantage of weapon system contracting is that responsi- 
bility for development of a weapon system is centered in an organi- 
zation familiar with production problems. To develop an airplane 
or a missile that works is one thing; to develop one that can also be 
produced is another. Weapon system contracting enables produc. 
tion problems to be faced and solved throughout the design and 
development stages, thus avoiding later compromises that would down. 
grade the performance of the weapon. 

Fourth, at a time when our accelerated technology is working 
against standardization of parts, weapon system contracting opens 
new avenues for equipment standardization. Responsibility for de- 
sign and development is concentrated in a prime contractor familiar 
with manufacturing problems. By controlling the design of the 
weapon system and all its subsystems, this prime contractor is able 
to establish a greater degree of standardization of parts in the elee- 
trical, hydraulic. and similar systems. Often these standards are 
adopted by the military service for use in other weapon systems. I 
will go into more detail on this subject later, but the point I want 
to make now is this: The rapid advance of the state of the art is mak- 
ing it difficult to use standard subsystems and major components, ex- 
cept within weapon systems of the same generation. However, when 
we move further upstream into the area of smaller components and 
parts, the weapon system contractor is often able to establish a high 
degree of standardization. 

Fifth, weapon system contracting provides closer contro] of lead- 
time. As I have already shown, the volume of technical effort going 
into modern air weapons is vastly greater than it was a few years 
ago. Weapon system contracting concentrates the scheduling and 
programing of the entire developmental effort in the prime contractor, 

Estimating the total effort needed and knowing the time limits estab. 
lished by the military service, he is able to plan the development 
cycle so that each subcontractor is using sufficient manpower and 
facilities to get the job done on time. Moreover, a schedule of de- 
tailed milestone reports keeps the prime contractor alerted to possible 
delays and bottlenecks, so that they may be dealt with before they 
become emergencies. 

Sixth, weapon system contracting permits much closer contro] of 
costs. Our swift technica] progress has made each succeeding gen- 
eration of weapons more effective, but also more expensive, than the 
last. Weapon system contracting enables us to fight this cost trend 
by utilizing every feasible economy. 

For the first time a single organization—the prime contractor—is 
cognizant of the entire cost of a weapon system program. 

Until a few years ago such cost items as the ground support equip- 
ment, spare parts, training aids, and many other items were usually 
not included in the reported cost of an air weapon. There was thus 
no way of controlling the overall cost of a given weapon program. 
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Now all these costs are brought under the eye of one organization, 
which is thus given the tools with which to make informed cost de- 
cisions, 2nd which must answer to the Government for any changes 
involving cost increases. 

Equally important, weapon system contracting permits the most 
gconomical operations possible under developmental type contracts. 
[ will only touch briefly on contractual matters today, since this will 
be thoroughly covered tomorrow. It has been necessary in most de- 
velopmental work, since the contractor has no related experience on 
which to base a price, to use cost-plus-fixed-fee type contracts, which 
are drawn up by negotiation between the customer and the contractor. 
However, weapon system contracting is able to preserve the competi- 
tive factor. Competition between bidders—whether for a weapon 
system or a Subsystem—is based on the comparative quality of the 
design, the comparative engineering and managerial capabilities of 
the companies, their plant facilities, financial soundness, the merit of 
their proposed developmental program, and their estimated cost. The 
competitive process is keener than ever. ‘The only realistic basis for 
selection is technical competition. 

In negotiating with a subcontractor on the estimated cost for a 
subsystem, the weapon system contractor will tend to be extremely 
realistic, because of budgetary restrictions and the limited availability 
of funds. 

Moreover, he knows what to expect of the subcontractor, because 
he is the author of the design and because he knows at first hand the 
day-to-day problems of developmental work. Similarly, in evaluating 
the subcontractor’s cost reports during the developmental period the 
weapon system contractor is able to apply his own operating ex- 
perience. He knows what the subcontractor should be doing, and 
he knows what steps must be taken to correct possible cost overruns. 

Having outlined these advantages, I would like to conclude today’s 
remarks with a short summary. Weapon system contracting has 
been a direct outgrowth of rapidly advancing scientific possibilities 
and capabilities. This technology has led to specialization of manu- 
facture, to more thorough integration of subsystems, to development 
of new materials and processes. 

We have had to apply newly developed tecliniques and systems to 
specific weapons systems earlier than ever before. 

We have had to introduce into these weapon systems a degree of 
reliability and maintainability never approached in such complex 
systems. 

We have had to impose new controls over the use of skilled time to 
avoid delays in one system that will cause worse delays in related 
system, and to assure that the overall weapon system will become 
eons in the prescribed time limit established by our defense 
planners. 

We have had to institute new controls over costs, so that advanced 
weapon systems may be developed within available budgeted funds. 

These mounting problems have called for major refinements in the 
procedure by which our defense weapons are procured. These re- 
fnements have culminated in the technique known as weapon system 
contracting—that is, the design of a weapon system by a prime con- 
tractor or central system manager; the development of that system by 
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a team headed by the prime contractor or managing agency, who has 
direct lines of communication with the major system contractors: 
development of the major systems and subsystems in phase, according 
to a plan, continually monitored and corrected as to time elapsed, cost 
expended, and progress achieved; and completion of a fully operable 
weapon system by a prime contractor who has both the responsibility 
and the authority to do so. 

In my opinion this has been the best answer to the multiplicity of 
problems forced upon military procurement by the acceleration of 
technology. In fact, I cannot see how the weapon systems of toda 
could be procured without this procedure, or something nearly like jt, 

Undoubtedly it will be further refined to match the advan 
technical needs of the future. The main point that I would like to 
leave with you today is that weapon system contracting is not the 
cause of mounting costs, of lengthening lead times, of increasing 
negotiated contracts, or of the other particular procurement problems 
with which this subcommittee is rightly concerned. 

On the contrary, it is a considered attempt to solve such problems 
that existed previously by the very nature of modern technology, 

Nor is weapon system contracting a new theory that we are experi- 
menting with at the taxpayer’s expense. It has been hammered out 
over a period of years on the anvil of experience, and it is still being 
shaped and improved. In short, weapon system contracting is not the 
problem. It is a system for providing answers to problems that are 
inherent in today’s advanced weaponry. 

With your permission I would like to end my prepared statement 
here today. When I resume tomorrow, I will describe how weapon 
system contracting is being applied in some of our company’s cur- 
rent programs. 

Mr.Heserr. Mr. Courtney, do you have any questions to ask of 
Mr. Atwood for clarification / 

Mr. Courtney. I have just two questions which I think may not 
be handled tomorrow. 

The first : In the early part of your statement, Mr. Atwood, you made 
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reference to the assembly of a nucleus of engineers and scientists to | 


advance the missile technology by the Germans. You were speaking 
of your efforts in 1945. 

Mr. Arwoop. Yes, sir. 

Mr. Courtney. We are speaking now in terms of the assembly at 
Huntsville, Ala. 

Now, what have you to say by way of explanation of what was done 
by your company in that regard ¢ 


Mr. Arwoop. I believe I started out by pointing out that the in- 
tial successes of the Germans with their V-1 and V—2 made it appar | 


ent to us that this technology would be increasingly important and that 
as far as our company was concerned, we merely undertook to assemble 


the scientists and the skills that we felt would be applicable to cope , 


with this particular problem. 

At the same time, I realize that the Army arranged that the German 
group who represented, oh, perhaps a cadre of this original German 
development group at Huntsville. These were somewhat parallel 
efforts, Mr. Courtney, I feel. 
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Mr. Courtney. Well, granting that they were parellel, we were 
interested in knowing at this point, since we are going to depart from 
this subject tomorrow, what kind of a nucleus you had. 

Mr. Arwoop. Well, we arranged to have some scientific people who 
were skilled in propulsion sciences, some skilled in the sciences of ad- 
yanced electronic applications, some in thermodynamics, high-tem- 

rature work, some for aerodynamics and some for nuclear energy 
applications. ret 

Among those, I believe we had at least two of the German scientists 
who chose to work for us under the restrictions that were imposed on 
them at that time, and one at least, Dr. Reidel, was one of the original 
German rocketeers. That is the general class of scientists which we 
undertook to recruit and employ in this effort, Mr. Courtney. 

Was that your question ¢ 

Mr. Courtney. Well, this was a company effort, then ? 

Mr. Arwoop. It was—of course, it started asa company effort. We 
made proposals continuously to the Government and some were ac- 
cepted and some were deferred and some were rejected. But over a 

riod of time, a series of contracts was awarded to us to develop var- 
ious phases of this technology. Of course, most of the money over a 
period of time, in fact nearly all, was sponsored by the Air Force or 
Navy, and in some instances by the Army, on contract. 

Mr. Courrney. But then the effort of assembling this information 
for company use—was it a company project subsequently reimbursed 
insome fashion or other by the services? 

Mr. Arwoop. Well, of course, any initial work that we under- 
take-—— 

Mr. Courtney. Yes. 

Mr. Arwoop. We usually—well, all initial expenditures are made by 
our company and then, of course, if something is rejected as being un- 
suitable for the military science, why, we usually abandon it or reorient 
it. If it is acceptable and becomes a contract, why, of course, we are 
reimbursed. 

Mr. Gavin. What did you say again? If what? 

Mr. Arwoop. If it is accepted and becomes a contract, of course, we 
are reimbursed, Mr. Gavin. 

Mr. Gavin. LI have a question at that point, Mr. Counsel. 

Mr. Heéserr. All right. 

Mr. Gavin. What I want to ask you now, as of today: When you 
start in on a particular project, on your chart a step in the weapons 
system development, technical analysis, time phasing analysis, budg- 
etary and logistic analysis. And you enter into the operating require- 
ments, do you receive progress payments from the Government at the 
initial start of this project? When this project is initiated, I mean. 

How do you initiate it? Do you take the responsibility with your 
own money, or after discussions with the Government, whether it is 
the Army, the Navy or the Air Force, do you immediately receive 
progress payments to continue your studies and working out the project 
up to a basis of operating requirements and then, I expect to produc- 
tion ¢ 

Mr. Arwoop. Mr. Gavin, you will notice we have a series of steps, 
on two charts. The first chart shows the development of the opera- 
tional requirement. This is a Government function. 
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Mr. Gavin. Yes. 

Mr. Arwoop. Then we have the competition which we participate jn 

Mr. Gavin. You go all through and you get the project. ' 

Mr. Arwoop. Then we get a phase I 

Mr. Gavin. What I want to know: On the initiation of a project 
do you start to receive progress payments by the Government on the 
project / 

Mr. Arwoop. As soon as we receive the contract, we do, Mr, Gavin, 

Mr. Gavin. What? 

Mr. Atrwoop. As soon as we get a contract, we do. 

Mr. Gavin. All this preliminary work. As I just outlined there, 
do you receive anything from the Government—technical analysis, 
time phasing analysis, budgetary and logistics study, and then you go 
into operating requirements. A study of contracts, design competi- 
tion. Do you receive any help from the Government when you initiate 
the project or only when you enter into a contract with the Govern- 
ment ¢ 

Mr. Atwoop. Only when we enter into a contract, ordinarily, Mr, 
Gavin. Although I think I should make it clear that at some point 
here in this procedure we incur what we call bidding expenses. The 
Defense Department regulations do allow bidding expense as a reim- 
bursible item of cost, when we are bidding against a specific require- 
ment. 

I believe we do receive reimbursement for this bidding expense, 

Mr. Gavin. Yes. That is what I wanted to know. 

Mr. Harpy. Would the gentleman yield right here? Would that 
apply to each of the companies who is putting in a bid ¢ 

Mr. Arwoop. Normally it would, sir. 

Mr. Harpy. So that no element of risk is present at all ? 

Mr. Arwoop. On the bid, I consider the element of risk—no, there is 
no element of risk. 

Mr. Harpy. Not any element of risk in the preparation of the pro- 
posal ? 

Mr. Atrwoop. In the preparation of the proposal we have no risk, sir. 

Mr. Gavin. May I continue ? 

Mr. Harpy. Thank you. 

Mr. Gavin. Welt; why do you refer on page 30: “A limited avail- 
ability of funds,” when you are practically assured by the Government 
that payments are going to be made as this work continues? 

On page 30, you say “The weapon system contractor will tend to be 
extremely realistic because of the budgetary restrictions and the lim- 
ited availability of funds.” Are you limited? Are you restricted by 
the Government in development of this, after you have coordinated it 
into a working project that has been accepted and a contract ensues! 

Mr. Arwoop. I am glad you brought that up. I think it deserves 
some further explanation. The responsibility for expending the 








money, of course, is the Government’s. It is allocated to various pro}- | 


ects in accordance with estimates and appropriations and all the pro- 
cedures that make money.available. 


Now, if one part of the project absorbs an abnormally large amount | 
of money, there is a very good likelihood that some other = of the | 


project will suffer. If we can’t schedule the application of the funds 
we were given, we are either going to slow down the progress of the 
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roject or have to in some fashion get an increased appropriation, or 
effect economies In some other area. 

Mr. Gavin. Did you ever experience such a difficulty? __ 

Mr. Arwoop. Yes, sir, we continuously experience the difficulty of 
making the money allocated to our contracts cover the requirements of 
the work for the time period involved. 

This is an extremely difficult budgeting and management process, 
Mr. Gavin, and it is continually with us and always will be with us. 

The Government service that gives us a project naturally is trying 
to effect all the saving possible and keep the expenditures as low as 

ible. So—— 

Mr. Gavin. Do they restrict you or limit you on any particular phase 
of the problem ¢ 

Mr. Arwoopv. They do, yes, sir. For a given time period we have 
so much money to spend. If we are not able to make the progress we 
would like, why the entire program is likely to suffer in the way of 
aschedule. 

Mr. Gavin. Approximately how much of your own money would 
you say, What percentage would you say of our own company’s money 
jsinvested in a particular project—percentagewise ? 

Mr. Arwoop. I would say, broadly speaking 

Mr. Gavin. In its initial stage ? 

Mr. Arwoop. Broadly speaking, none of our money is invested in 
these projects, except for machinery and facilities. 

There is a contract. The contract provides for the reimbursement, 
as you know. We do not ordinarily—well, we look to the Govern- 
ment for reimbursement for all legitimate expenses in these projects. 

Mr. Gavin. That is right. That is what caused me to inquire about 
the limited. 

Mr. Arwoop. Yes. 

Mr. Gavin. Let me ask you this: How much does your company 
have in the way of plants and machine tools and equipment that the 
Government made an investment in? Could you give us that, just 
approximately ¢ 

Mr. Arwoop. I think I can. 

I think we have the material here, if you will give me a moment. 

Ihave. In 1956, these questions were asked and we reported that 
atotal of $93,127,000 of Government facilities was used by our com- 
pany in August 1955. Now I have figures bringing this up to date. 

Mr. Gavin. How about the machine tools and equipment, or is that 
everything ? 

Mr. Arwoon. I will give you the breakdown, if you would like. 

Mr. Gavin. Yes. 

Mr. Arwoop. And I was going to bring it up to date. We have land 
and buildings, as of 1955, of $37,689,000. Machinery and equipment, 
$42,493,000, which was purchased. And then we have Government 
leserves equipment at values assigned by the Government of $12,- 





000. 
Mr. Gavin. What is that total ? 
Mr. Arwoop. That totaled $93,127,000. 
_Mr. Gavin. Are you leasing any of that, or are you renting any of 
it,or are you paying anything at all for it? 
Mr. Atwoov. With respect to Government contracts, we are not. 
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If you will recall the proceedings of the committee in 1956 and 1957 
I believe the conclusions were that rent was not being paid for the use 
of Government facilities on Government contracts and that this was 
the proper method of using such facilities. 

Mr. Avin. Well, the point I am trying to make, Mr. Chairman: 
Say 30 years ago, when your company started, could you have bid 
on such a project as we have before us today ? 

Mr. Atwoop. You mean one of that scope ? 

Mr. Gavin. Yes, of that magnitude, yes, or the magnitude of the 
project we have before us today ? 

Mr. Arwoop. I hardly know how to put myself in the position to 
answer this. Our company was started with a rather large capital- 
ization for its time. 

Mr. Gavin. What was it? 

Mr. Atwoop. Thirty million dollars for its time, in 1928. It was 
a large capitalization. I think it was able to handle what would be 
considered appropriately a large project for its time or in that time, 
However, it certainly wasn’t equipped or prepared to handle this 
specific type of work today, nor was anyone. 

Mr. Gavin. I believe anyone. However, the point I am trying to 
make: How is a small corporation going to break into or get an 
opportunity to bid on projects of the magnitude as we have here 
today ? 

Mr. Atwoop. Well, I hope in my testimony to develop completely 
our subcontracting and our utilization of small business. 

I would prefer, if you would give me the opportunity to make that 
presentation before I outline in any detail how we utilize the services 
of small business. 

Mr. Hésert. I understand that will be in the third phase of your 
presentation. 

Mr. Atrwoop. Yes, that was my plan. 

Mr. Gavin. I have no further questions. Thank you, Mr. Chairman, 

Mr. Harpy. May I proceed ? 

Mr. Héserr. Yes. 

Mr. Harpy. Mr. Chairman, I have just one or two questions here. 

Mr. Atwood, I listened very carefully to your summary and to the 
specific points that you made of the advantages under this procedure. 
Apparently you haven’t found any disadvantages in it. I didn’t hear 
you suggest any. 

Mr. Arwoop. I have been attempting to develop the advantages, 
Mr. Hardy. Of course, when we address ourselves to the problem of 
the weapon system, [ have excluded from my comments anything that 
might have to do with the disadvantages of procurement regulations, 
contract laws, and a thousand and one other things, that we work 
with in connection with our Government contracts. 

I obviously could find many things in the general procurement area 
that I personally would feel might be greatly changed. But addressing 
myself to this particular facet, I honestly feel that you don’t—that 
I am not able to put a measure on disadvantages here. 

Mr. Harpy. Well, actually, Mr. Atwood, insofar as general procure- 
ment regulations are concerned, under this system that you have out- 
lined here, in effect we bypassed them all. We don’t have any more, 
insofar as this program is concerned, isn’t that correct ? 

Mr. Atrwoop. This, of course, is a matter of opinion, Mr. Hardy. 
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Mr. Harpy. I don’t think it is a matter of opinion. Whether or 
not you are required to conform with the procedures that are cus- 
tomary in military procurement, where you have a prime contract, 
with the latitude that the prime contractor is given, certainly you don't 
apply any of the procedures that are normally used, do you? 

Mr. Arwoop. Yes, sir. I think we certainly do. 

Mr. Harpy. Well, there isn’t any requirement that it be done, is 
there ? i 

Mr. Arwoop. We have competition. We have observance of all 
jaws and statutory features of the procurement law,sir. 

Mr. Harpy. I wouldn’t suggest that anybody is violating any law 
unless this system, itself, is a violation. I have a hard time under- 
sanding that this really applies to the Armed Services Procurement 
Act at all. 

Mr. Arwoop. Well, to begin with, aircraft have been bought under 
something similar to this. At least as far as [ can see the framework 
of procurement, Mr. Hardy, there have been aircraft purchases on the 
basis of design competitions for an indefinite period. 

Now in that procurement the aircraft manufacturer has always pro- 
cured some components, parts and subsystems. The only change with 
respect to procurement that I can see is that we are procuring essen- 
tially all these subsystems instead of just part. 

Mr. Harpy. You made in your statement—on page 29 you said, 
“It has been necessary in most developmental work to use the cost- 
plus-fixed-fee type of contract.” 

Do you know of any contract of this nature, in this weapon system 
procurement, that isn’t a CPFF contract ? 

Mr. Arwoop. So far as I know, they have all started as CPFF con- 
tracts. But it has been my experience that they have switched over 
toeither fixed price or incentive fixed price contracts. 

Mr. Harpy. That is when you get into your incentive arrangements 
that we discussed in our hearings ? 

Mr. Arwoop. Yes, sir. When cost experience is available or com- 
parisons are available, it has been felt that the developmental work 
was not susceptible to accurate pricing, as you understood. 

Mr. Harpy. I think we might develop some argument along that 
line. But I am trying to understand the other side of this coin here 
and I am not at all sure you have given us very much to work on to 
get the other side of it. It seems to me we have sort of a biased pic- 
ture here. I can see why the industry might be in favor of it. Because 
you get a lot of latitude. Actually the only control you have imposed 
on you with respect to your subcontractor is the fact that you have 
some representative of the Defense Department sitting in your plant. 
Isn’t that all? 

Mr, Arwoop. Well, a complete analytical review of all the procure- 
ment and the various steps in procurement—the technical progress and 


all that. 





Mr. Harpy. Isn’t it true that this procedure has effectively elim- 
inated all the element of risk for the contractor ? 

Mr. Arwoov. Well, when you have a cost-plus contract, it is very 
true that your contract states you are entitled to all reimbursement 
unless you have expenses— 

Mr. Harpy. That takes out all the risk? 
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Mr. Arwoop. Expenses that are not allowable through statuto 
regulation—well, all reasonable expenses are allowable, so we cap 
ignore the unallowable under it. I would say properly expended 
expenses with respect to the execution of the contract are allowable, 
The risk in a cost-plus contract, of at least receiving your money for 
what you spent, is practically nothing. 

Mr: Harpy. So the element has been eliminated insofar as any pos- 
sible loss of investment is concerned ? 

Mr. Arwoop. Not investment, particularly, Mr. Hardy. 

Mr. Harpy. Only 

Mr. Arwoop. For instance, this year—and for our company it is a 
great deal of money—we are spending $30 million for plant ma- 
chinery and test equipment facilities. If the projects were not ful- 
filled, why this would represent a loss to us. 

Mr. Harpy. Well, that is another area that we might find it interegt- 
ing to explore. 

But insofar as any loss on any contract that you have received is 
concerned or the bidding on any contract is concerned, you are guar- 
anteed against any loss at all ? 

Mr. Arwoop. For the labor and materials and things we buy with 
respect to these contracts. 

Mr. Harpy. Including depreciation on your plant that you employ? 

Mr. Atwoop. Well, while the contract is in effect. 

Mr. Harpy. Of course. That is one aspect of this procedure that 
I want to understand a little better. At the moment it bothers mea 
little. 

And there is a second aspect of it which I would like to have you 
comment on and that is the incentive that exists for getting better 
prices. Now that was touched on a little in your discussion with Mr, 
Gavin a while ago, when it was brought out that if you exceed your 
estimated cost on a particular part of your project then there are one 
of several things that has to happen. You say you may have to get 
some more money. Well now it doesn’t necessarily mean an increased 
appropriation. It simply means that the Air Force or the Navy is 
going to have to put up a little more money to meet your increased 
cost, doesn’t it ? 

Mr. Arwoop. The stresses in this area are very great, Mr. Hardy. 
The allocation of the money—I said appropriation. I am talking 
allocations. 

Mr. Harpy. That is right, it is a matter of allocations. 

Mr. Arwoop. Require a great deal of effort on the part of the serv- 
ices. Of course, they are badly squeezed, as you well know. 

Mr. Harpy. Well, they are pretiy badly squeezed, but all of us up 
here now are beginning to get a little bit worried about the fact that 
maybe they are not squeezed tight enough and stuff is going up all 
the time. And every time we turn around and find these costs in- 
creasing on the basis of cost-plus-fixed-fee contracts, why we begin to 
get a little more exercised. 

Mr. Arwoop. Actually, if we can save money, it is very advan- 
tageous to everyone concerned, as you well know. 

If our costs begin to get too high—sometimes projects have been 
somspuately canceled because the cost became too much for the value 
received. 
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Mr. Harpy. That would be an extreme situation, wouldn’t it? 

Mr. Arwoop. Well, you never know. The fact that something 

ins to be an excessive cost item becomes quite notorious and pro- 
jects nat urally suffer. 

Actually, there might be less production. The project might be 
completely eliminated in favor of some others. So the incentives to 
maintain an economical low cost contract are very great in a vital sort 
of way. 

Mr. Harpy. At what stage is that particularly vital ? 

Mr. Arwoop. Throughout, pretty much, Mr. Hardy, the 

Mr. Harpy. I am wondering if actually this system doesn’t promote 
inefficiency rather than efficiency and I am wondering if it doesn’t 
reduce the incentive on the part of the prime contractor to keep the 
prices down. 

Now actually, until you reach the stage where your contract is 
changed to an incentive type contract which has an element of a fixed 

rice contract in it, and that is after you have completed all of your 
developmental work and you are in production now and you have 
your production experience and all? 

Mr. Arwoop. Yes. 

Mr. Harpy. But the elements that go into that production cost expe- 
rience are what make up the basis for your unit price under your 
incentive type contract ? 

Mr. Arwoop. (Nods.) 

Mr. Harpy. So that if you have let some of your costs get out of 
line in your developmental stage, they form the basis for getting a 
higher price, that correct ? 

Mr. Arwoop. I wouldn’t want to, in the slightest, obscure any of the 
factors that go into this type of procurement. 

This is certainly one element that could be, under some circum- 
stances, considered to be a motive. Really 

Mr. Harpy. If we would forget the motive and talk about the 
possibilities. 

Mr. Arwoop. Actually, it is essentially not practical to have enough 
strictly comparable items to make strictly objective tests on the open 
market of the proper price. This would be ideal. We can’t test the 
Atlas cost against a market price or anything that could give hard, 
sharp comparisons. We just don’t have the data. 

Mr. Harpy. Well I understand that. I don’t want to criticize that 
situation at all. 

Mr. Atwoop. Surely. 

Mr. Harpy. But the thing that I am trying to clearly get a picture 
of—this is not a matter of motives. 

Mr. Atwoop. Yes, sir. 

Mr. Harpy. But it is a matter of what the system makes possible. 

You know we have always contended that price structure of various 
commodities was kept in proper line by competition. 

Mr. Atrwoop. Yes, sir. 

Mr. Harpy. And after a contract is awarded here there is no com- 
petition, isn’t that right, except under your subcontractors, and actu- 
ally then that doesn’t necessarily require competition because you have 
the authority to negotiate with the subcontractor of your choice? 

Mr. Arwoop. Yes, sir. But I would make this additional observa- 
tion, Mr. Hardy. This has always been the case in this respect. 
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When an initial quantity of aircraft or any other weapon has been 
procured the original manufacturer is the only one that can make an 
economical bid for an additional quantity. It has always been that 
way. 

Mr. Harpy. That is understandable. 

Mr. Arwoop. You couldn’t buy a B—52 from anyone but Boeing. 

Mr. Harpy. That is completely understandable. And that makes 
i| more important, to get this system working the best it possibly can, 

Mr. Atwoop. Yes, sir. 

Mr. Harpy. So at least that when the element of risk is removed 
there will be some sort of incentive to produce efficiencies and lower 
prices ? 

Mr. Atrwoop. Yes, sir, we certainly should do everything along that 
line. 

Mr. Harpy. Frankly I am disturbed as to whether or not we really 
have the machinery that promotes that kind of a situation. 

Mr. Arwoop. Well, we have a lot. I hope to develop some more of 
it tomorrow and the next day. You will have to draw your own 
conclusions. 

Mr. Harpy. That, of course, is what we will all have to do, and we 
may come up, of course, with something entirely different from yours, 
That isall. Thank you, Mr. Chairman. 

Mr. Héserr. Mr. Hess? 

Mr. Hess. I haven’t any questions. 

Mr. He&serr. Mr. Atwood, I just want to get one thing clear here, 
In your breakdown on your divisions, affiliates, and principal current 
projects, in your chart you mention the F-1. For whom were you 


doing that ? 
Mr. Atwoop. That is a contract to the National Aeronautics and 
Space Agency. 


Mr. Hésert. Which agency is that? 

Mr. Atrwoop. That is—Dr. Glennan is the Chief of that agency. 
It is the new space agency. 

Mr. Héserr. I am asking you this for the record. 

Mr. Atwoop. Yes, sir. 

Mr. Hépert. That isthe new space agency ? 

Mr. Atwoop. Yes, sir. 

Mr. Héserr. Well, do we understand that if you are manufactur- 
ing this engine for this space agency, this agency has entered into the 
competitive instead of the administrative field ? 

Mr. Arwoop. It is procuring, Mr. Hébert. 

Mr. Hésert. That is right. 

Mr. Atwoop. They had a competition for a large rocket engine, a 
design competition. We were awarded the contract, yes, sir. 

Mr. Hésert. So then we have another competitor in the field of the 
development of missilery ? 

Mr. Atwoop. This is not intended, I believe, sir, as a missile engine, 
although this could be. There is no specific missile application. I 
believe it is an engine for the projection of large space elements. 

Mr. Hézerr. Well it is interesting to know that we do have another 
agency in the production field. 

Mr. Atwoop. We do have, sir. The National Aeronautics and Space 


Administration is authorized to procure as well as develop components — 


and hardware of all kinds for its purposes. 
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Mr. Harpy. I believe, Mr. Chairman—— 

Mr. H#sert. We are getting a little confused. 

Mr. Harpy. I believe we specifically provided for that when this 
thing was set up in the Defense Department. Didn’t we specifically 
quthorize them to contract? 

Mr. Héserr. I recognize that. And the reason I am asking the 

uestion is to bring it in focus, right now, to the attention, what we 
really did in the Reorganization Act. 

Mr. Atwoop. Yes, sir. 

Mr. Héserr. I am not finding fault with Mr. Atwood’s company. 

Mr. Atwoop. No. 

Mr. Hénerr. I just want to bring out again that instead of pulling 
our strings we are opening the bag a little bit more. 

Mr. GAvin. Wider latitude. 

Mr. Hérerr. Wider latitude. This Reorganization Act was to 
concentrate. 

Mr. Atwood, returning to what Mr. Gavin and Mr. Hardy were 
discussing with you in connection with the reimbursement of the 
bidders, do I understand what you testified to was that where we had 
A,B and C, being three bidders ? 

Mr. Arwoop. Yes, sir. 

Mr. Hésert. Their plans and development were all financed by the 
Government to come in and bid ? 

Mr. Atwoop. Not all their research and study work, Mr. Hébert. 
But when—it is my understanding that the Defense Department regu- 
lations provide for the inclusion of bidding expenses and overheads 
or other charges when a request for bids is made, and at that point bid- 
ding expenses are reimbursable items of cost. 

Mr. Hésert. That is from the point of the request for the bid. That 
is the same as a contractor ? 

Mr. Arwoop. Yes, sir. 

Mr. Hézerr. A contractor wants to build, on a building. It isacon- 
tracting firm in being and naturally it has the background of its ex- 
perience and the background of its work. 

Mr. Atwoop. He charges bidding expenses to his overhead and some 
customers pay for it. 

Mr. Héserr. That is correct. But if he doesn’t get the contract, the 
customer doesn’t pay for it. 

Mr. Arwoop. But his next customer probably will. 

Mr. Hézerr. Never mind who probably will. In this case you have 
one customer. You have a captive customer. 

Mr. Atrwoop. Yes, sir. 

Mr. Hésert. In the Government? 

Mr. Arwoop. That is right. 

Mr. Hésert. So then the Government in effect invites three indi- 
vidual firms to come in and bid and from that point on the expenses 
of assembling the plans and making the proper presentation is all paid 
for by the customer. 

Mr. Arwoop. That is my belief, sir; yes, sir. 

Mr. Hénerr. Now, this may oversimplify it, the question I want to 
ask, but I do want to ask it in a simple way and in a general way. 
Under this present concept, the weapon system concept, the contractor 
who is selected, the prime contractor who is selected, is responsible 
from then on for the final product? 
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Mr. Arwoop. Yes, sir. On a weapon system program, he is held 
accountable for the expenditure of the money and for the result, 

Mr. Héserr. And for the result. Just how much control does the 
Government have over the prime contractor once the contract ig Jeg? 

Mr. Arwoop. The Government agents approve each purchase order 
of any considerable amount, approve each design and each drawing 
It is approved through the administrative machinery and the technical 
machinery of the Government agency that is making the contraet, 
They overlook or superintend- 

Mr. Héserr. I think overlook is a good word. 

Mr. Arwoop. I wouldn’t like it to be used in that context. But 
oversee the business affairs of the subcontractor, the expenditure of 
labor, time and engineering overhead. I will have something more on 
this tomorrow, although I haven’t given it exhaustive treatment, So 
if you have 

Mr. Héeerr. Will you give it exhaustive treatment when you come 
to that part ? 

Mr. Arwoop. I will do as well as I can. 

Mr. Hépsert. I wish you would, because that is one of the very 
important factors. 

You mentioned also that you would lose your money—I think you 
mentioned that you are spending some millions of dollars right now 
in expansion. ’ 

Mr. Arwoop. Yes, sir. 

Mr. Hépert. Acquiring real estate and acquiring buildings, I 
presume. But then if the project is not finished, then the company or 
the contractor would be out of pocket for that money? Is that what 
you mean to say? 

Mr. Arwoop. If we have facilities, unused facilities, we would con- 
tinue to depreciate them, but if we didn’t have to work to depreciate 
them against, we would be out the money. 

Mr. Hiéserr. You would be out of pocket ? 

Mr. Atrwoop. Yes, sir. 

Mr. Héserr. In other words, if a contract is let to you and you 
proceed with that contract, on schedule, according to the contract, and 
suddenly, or not suddenly, the contract is terminated, any buildings 
or facilities or tools which you acquired, you are at a loss for? 

Mr. Arwoop. Unless we can use them for something else. 

Mr. Héperr. Don’t you really get compensated when the Govern- 
ment cancels a contract for its convenience ? 

Mr. Arwoop. For all direct expenses, not for anticipated amortiza- 
tion. 

Mr. Hésert. Well, anticipated amortization 
have nothing to do with the contract. 

Mr. Atrwoop. No, that is right. 

Mr. Hésert. How about when the Navaho was canceled, did you 
lose any money? 

Mr. Atwoop. We were reimbursed for all expenses, including the 
cost of disposing of the inventory. 

Mr. Heéperr. So as a matter of fact, you really don’t lose money, 
do you? 

Mr. Atwoop. Mr. Hébert, I don’t think we would lose any money. 
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anding these facilities. On the particular contract that was can- 
pe ou are reimbursable, you can’t lose. 
ay} WAP PUL ‘TDULIBOULTUY ot]} “AOGR] OY) ‘[RLIyVUL BY], “GOOMLY “APY 
isposition of the inventory, is chargeable to the contract. 
only stated that if we had buildings, test facilities, and machinery 


| that could not be used on anything else, we would have to sell them or 


of them on any basis we could. 

rr. Héserr. Well, it would be assumed, for instance, on the Nava- 
ho contract, that you would have all the required buildings and 
facilities, or any other contract. So then if you would go - ond 
what the contract originally called for, it res be your own risk for 
sme Other development, and not. on that particular Government 
contract. 

Mr. Arwoop. A larger part of it is specialized equipment. 

Mr. Héperr. I recognize that. 

Mr. Atwoop. Which is being utilized primarily for one particular 
thing. 

Mr Harpy. Mr. Chairman—will the gentleman yield right there? 

Mr. Héserr. Yes. 

Mr. Harpy. If it is specialized for that particular contract, isn’t 
that generally added into your cost, involved in your developmental 
cost { 

Mr. Atwoop. We have such things as furnaces, presses—— 

Mr. Harpy. Yes, but Mr. Atwood, if that is for this particular con- 
tract, either there is some allowance made or you are permitted to 
charge it off during the life of that contract, one, isn’t that correct? 

Mr. Arwoop. No, sir, not entirely. 

Mr. Harpy. Unless it is of general application in your normal 
manufacturing business. If it 1s for that specific product that you 
got that contract for, there is a provision made to liquidate it by the 
termination of your contract. Isn’t that generally the case? 

Mr. Arwoop. If it is an item of test equipment that can only be 
used for that one purpose, that is very true. 

Mr. Hésert. What would you build it for except for that one proj- 
et? Expand on something else? 

Mr. Arwoop. No. Our equipment is affected by changing require- 
ments, that is, when we go into steel with higher temperature re- 
quirements, we have to provide machinery and heat-treating equip- 
ments. 

Mr. Hézerr. Let me ask you this: This may be in the realm of what 
you are going to develop tomorrow and the next day. Supposing 
you wanted to acquire a site in excess of $25,000 on which to put a 
building which would cost in excess of $25,000. Under this concept 
ad under this type of contract, would you be able to do it without the 
approval of the Congress, rather without the approval of the appro- 
priate committees of the Congress ? 

Mr. Arwoop. As far as our own buildings are concerned ? 

Mr. Héserr. This is in the Government picture. This is the con- 
struction by the military. 

Mr. Arwoop. You are talking about construction by the Govern- 
ment of some facilities for us to use ? 

Mr, Hérerr. That is correct, sir. 

Mr. Arwoop. I frankly don’t know what approvals they gain. We 
are frequently authorized to build buildings. 
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Mr. Hézerr. That is right, to build or acquire. 

Mr. Atwoop. On the account of the Government. We do it on a 
contract usually, a facilities contract. 

Mr. Héserr. Well, I wish you would find out either tomorrow or 
the next day exactly what that position is. 

Mr. Atrwoop. (Nods.) 

_ Mr. Hésert. What you are allowed to construct, or acquire facili- 
ties or contracts in excess of $25,000 for—of course, you have only 
defense contracts—without the approval of the appropriate commit- 
tees of the Congress. 

Mr. Atwoop. I will try to get that. 

Mr. Héserr. Now there is no secret in why I am asking that ques- 
tion. And I will tell you exactly why I ask it. We are concerned 
about the bypassing of the Congress and the evasion of the Procure. 
ment Act. Evasion is used in a loose term. Because under the law 
any site or any construction in excess of $25,000 must be approved by 
the appropriate committees of the House and Senate. 

Mr. Gavin. Authorized. 

Mr. Héserr. I mean by approved, authorized. 

Now, if under this concept system the Defense Department or a 
participating agency of the Defense Department is allowed to build 
these buildings or acquire these sites without obtaining the approval 
of the appropriate committees of the House and the Senate—— 

Mr. Harpy. He may not know it. 

Mr. Héserr. He may not know it, but I am asking him if he can get 
the answer. If he doesn’t know it, perhaps he can find out. We don't 
want it to be a secret. We want to know the facts. 

I would appreciate it if you find that out tomorrow. 

Mr. Arwoop. (Nods). 

Mr. Gavin. I have a question, Mr. Chairman. 

Mr. Hépert. Yes, sir. 

Mr. Gavrn. Can you tell us, Mr. Atwood, if you receive a contract 
and there are three or four bids on that contract, your competitors 
are reimbursed for the design and engineering studies that they have 
made in developing their bid on the contract by the Government? 

Mr. Atwoon. I 

Mr. Gavin. Reimbursed by the Government for their engineering 
and design studies, to bring them into position to bid? Are they 
reimbursed ? 

Mr. Atwoop. Mr. Gavin, I believe that they are, through their 
overhead allowances. 

Mr. Gavin. Well, let me ask the General Counsel: Do you know 
of any other branch of the service, whether it is the Army, the Air 
Force or the Navy, if they were offering a contract on tanks, for 
sake of argument, and there were four or five competitors, and one 

ot the prime contract—whether the other competitors are reimbursed 
or their costs in preparation of designs and studies? Are they reim- 
bursed or is this just the policy of one branch of the service? 

Mr. Courtney. Well 








Mr. Gavrn. Is that the general policy of the Defense Department, 
that all competitors, even though a do not get the contract, are 
1e preparation of their bid! 
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Mr. Courtney. No. This is peculiar to this system, if you want to 
call it a system, or it is peculiar to this type of negotiated contract- 
ing. In the competitive bid contracting, the loser is the loser and 
carries his own loss. 

Mr. Gavin. He carries his own loss. 

Mr. Courtney. That is right. 

Mr. Gavin. He is not reimbursed by the Government in the prepa- 
ration cost to submit a bid. 

Mr. Courtney. No. 

Mr. Gavin. Why is he in this particular instance ? 

Mr. Arwoop. Could I—-— 

Mr. Heverr. Yes, Mr. Atwood. 

Mr. Arwoop. I think there is a Defense Department general policy 
regulation which permits this, Mr. Courtney. I don’t have the 
number. 

Mr. Héverr. We are not blaming you for it. 

Mr. Courtney. I said this was peculiar to this type of contracting. 
It is an authorized payment. There is no doubt about it. The dif- 
ference is based upon this premise, as I understand it. 

Mr. Hérerr. That is exactly what we are trying to find out. 

Mr. Courtney. What you are selling is a design and not an amount 
of money which you would normally be doing where you were selling 
a product for a price, which you will state at the time. 

Mr. Gavin. But it would cost money to design a new tank. 

Mr. Courtney. Oh, yes. There is no question about it. 

Mr. Gavin. It would first have to be determined whether it was ac- 
ceptable, the cost it takes to develop the design and engineering study. 

Mr. Courtney. I would like to say to you, Mr. Gavin, that this 
type of contracting would prevail in the purchase of tanks, new 
tanks, for example. It is peculiar to negotiating contracting of this 
type. 

Mr. Harpy. All contractors would like to get this kind of a proposi- 
tion. 

Mr. Hésert. Thank you very much, Mr. Atwood. We will see 
you tomorrow at 10 o’clock. The committee is recessed until 10 to- 
morrow. 

(Whereupon, at 12:12 p.m., the committee adjourned until 10 a.m., 
Tuesday, April 14, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 





TUESDAY, APRIL 14, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10:15 a.m., the Honorable F. Edward 
Hébert (chairman of the subcommittee) presiding. 

Mr. Héverr. The committee will be in order. 

Mr. Courtney ¢ 

Mr. Courtney. Mr. Chairman, we have Mr. Atwood to resume this 
morning on a discussion of the aonianetne arrangements, intercom- 
pany and interdivision, in the operation of the systems management 
concept. : pis 

Mr. Atwood and Mr. Lee Taylor, of the North American Aviation 
Co. have a prepared statement, Mr. Chairman. 

Mr. Atwood has requested that to give him a breather, that perhaps 
Mr. Taylor could substitute in reading the portions of the prepared 
statement. 

Mr. Hévert. That is perfectly all right. 

Mr. Atwoop. Thank you. 

Mr. Hésert. You will read for Mr. Atwood, Mr. Taylor? 

Mr. Tayvor. I will. 

Mr, Hésert. Mr. Atwood, you begin, and Mr. Taylor will relieve 
you. 

Mr. Arwoop. If Mr. Taylor could read my statement, I would appre- 
ciate it, sir. 

Mr. Héserr. Fine. You may read it. 

Mr. Taytor. The record may show that wherever I read “I” or 
“myself,” it is referring to Mr. Atwood. (Reading :) 

In my prepared statement thus far I have outlined our company’s experience 
and qualifications for its present weapon system responsibilities, and I have 
described in general the factors and conditions that have caused the Government 
and industry to evolve new techniques for accomplishing the development of 
advanced aeronautical systems. 

I hope that I have brought into focus the compelling need for integration of 
development by an organization with systems capability and authority, and 
also that I have properly emphasized the fact that these changes were evolution- 
ary in character—being directly affected by the increasing scope and complexity 
of weapon technology. 
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Weapon system contracting with industry has been widely adopted by the 
Government as the optimum method under present and foreseeable circumstances 
of achieving the design and development of certain key defense systems of the 
future. In my statement today I propose to describe the manner in which North 
American Aviation is carrying out its responsibilities as weapon system prime 
contractor on two supersonic manned weapons that are scheduled to fill vita] 
requirements in the Nation’s future operational inventory—the B-70 inter. 
continental strategic bomber and the F—108 long-range interceptor. 

How did we become weapon system prime contractor on these two programs? 

Before receiving contractual go-ahead on the present F—108 long-range inter. 
ceptor configuration for the Air Force Air Defense Command, we participated 
in a series of design study competitions over a period of several years. The 
Air Force requirement that later developed into the F—-108 was first made known 
to the industry early in 1954. Many companies undertook preliminary studies, 
and late in 1955 we were one of three companies awarded contracts to proceed 
with phase I studies toward a long-range interceptor. 

North American was considered the winner of this competitive study effort 
as a result of elimination of the other two companies, but the Air Force 
terminated all work on the long-range interceptor in May 1956, pending regoly. 
tion of certain questions concerning the performance envelope desired. 

Shortly after termination of this first study contract we were awarded a 
new study contract for a medium-range interceptor, and continued work on 
this latter program through the latter half of 1956. Completing the medium. 
range study program early in 1957, we continued studies and tests of inter. 
ceptor design configurations without any contract coverage through the first 
half of 1957. One of our conclusions during the medium-range study, ine- 
dentally, was that a longer range interceptor would be necessary to carry out 
the air-defense mission, and we so recommended to the Air Iorce, 

On June 1, 1957, we were awarded a letter contract to initiate development of 
a long-range interceptor having performance capabilities essentially similar to 
the present F-108. We may say that this was the real beginning of the F-108 
interceptor program, but as I have indicated, the competition for this program 
ean be traced back to the point 314 years earlier when the Air Force first indi- 
eated an interest in long-range interceptor studies by industry. 

The competitive process by which North American won the B-70 bomber 
development program will also be of interest to the subcommittee. Before re 
ceiving contractual go-ahead on the present B—70 configuration, we participated 
over a period of more than 2 year in one of the most intensive design competi- 
tions in aeronautical history, starting with six companies being invited to bid 
and culminating in a prolonged technical effort involving our company and 
one other. 

We were finally adjudged the winner of the competition late in 1957 after 
independent evaluations by teams representing the Air Force’s Air Research 
and Development Command, Air Materiel Command, and Strategic Air Com- 
mand. I know of no instance in aeronautical procurement when a more thor- 
ough evaluation was undertaken. 

The long competitive process in the instances of the F—-108 and B-70 occurred 
because the Air Force was striving to develop optimum new operational con- 
cepts and using the successive design competitions as a spur to design evolution. 

For example, one of the great design innovations that will make the B-70 
so effective actually occurred in the final competitive round, and it would be 
correct to say with respect to both the F-108 and B-70 that earlier go-ahead 
might have resulted in substantially less effective operational systems. 

The competitions and Government evaluations on these two weapon systems, 
of course, were not limited solely to design factors, although these were neces- 
sarily of primary importance. 
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This chart illustrates the many factors upon which we were required to 


supply very comprehensive data. 
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Mr. Tayrtor. Do you want to pick it up there ? 

Mr. Arwoop. Yes. 

We have, of course, no complete idea of how the Air Force or the 

Navy or the Army complete their evaluations in detail, but we have 
furnished to us at the time of a competition a very complete list of 
requirements to fulfill. 
- The primary factor in these determinations certainly is the design, 
itself—the technical analysis, design, and all the data that go toward 
the solution of the problem which must be solved before hardware 
can be undertaken, that is, development of hardware can be under- 
taken. So we place the most emphasis, of course, on the technical 
work and the design, in our attempt to make the most satisfactory 
solution and thereby win the competition. 

As Mr. Taylor has read to you, or as my statement has indicated, 
this is a long and exacting process. 

However, other factors are considered, of course. General engi- 
neering capabilities and management capabilities are viewed, and 
production capabilities and certain program costs insofar as they 
can be determined in estimates are considered. That is, one design 
may be more expensive than another. Also, subcontracting plans 
and program scheduling. These things must be satisfactory in every 
respect or the chances of successful execution of the project are 
diminished. 

However, I would like to emphasize that the keystone of the com- 
petitive process is the evaluation and the technical work incorporated 
in the design, which can be judged and compared, design against 
design, and it is my opinion that winning the design competition 
is the fundamental step in this procedure. 

I only can add that without the other capabilities, I don’t believe 
that the Government would ask us to bid on a major program if these 
things were sadly deficient. 

So this is an explanation of this chart. I have tried to emphasize 
the winning design and these supporting factors that must be taken 
into account. 

Mr. Taytor. (reading) : 

The contracts we were given at the outset were what are known as phase I 
contracts, authorizing us to proceed with further design work and construe- 
tion of mockups. In the normal course of events these would be followed by 
phase II contracts authorizing completion of engineering and construction and 
test of prototype units, and finally phase III contracts authorizing produc- 
tion. Phasing of programs is utilized by the Air Force to facilitate orderly 
progression and control of commitments. 


North American was designated as weapon system prime contractor on each 
weapon system. 
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The phase I and phase II contracts covering the development of the F-108 
and B-70 are necessarily of the cost-reimbursement type because no basis exists 
for fixed-price bidding or negotiations. Actually, one of the contract tasks is 
the preparation of specifications, which, of course, would be necessary in ad- 
yance for the quotation of fixed prices. Accordingly, there can be no precise 
rice competition in the awarding of advanced development contracts, 

However, this does not mean that program cost is not a major factor in evalu- 
ation and award. We are never certain of the relative weight given by the Air 
Force to various competitive factors in evaluations of this kind, but I assure 
you that we always undertake to come up with a program that will meet re- 
quirements yet cost less than the programs proposed by our competitors. 

This factor involves considerably more than submitting an estimate of cost. 
One design solution may be inherently more economical to design and build than 
another, and this is a very important area of cost competition in any develop- 
ment program ; we try to advance the least costly way of achieving the military 
objectives. 

Second, we are engaged in a continuous cost competition based upon our indi- 
vidual practices and relative efficiencies, and these factors are well known to the 
Government through the vast body of data that have been accumulated from 
each firm through the years, supplemented at all times by current reports from 
Government auditors and other representatives in our plants. Finally, we are 
required to submit detailed breakdowns of our cost projections, which enable 
the Government to determine whether a given cost proposal may be conservative 
or optimistic. 

In the B-70 and F-108 programs we are proposing a fee representing 61% 
percent of estimated costs. 

It is anticipated that programs like the B—70 and F—108 will be shifted to some 
type of fixed-price contract as soon as circumstances permit. Fixed-price con- 
tracts will probably be possible earliest at lower subcontract tiers and for rela- 
tively standard items. As specifications become more firm and production ex- 
perience is gained, the trend will be toward one of the various forms of price 
redetermination contracts. 

In negotiating snbcontracts for subsystems and major structural components 
of the B-70 and F-108, we utilize the types of contracts and the pricing basis 
that appear most suitable and that best protect the Government’s interest. We 
act in these matters under the same rules and with the same objectives as would 
control and motivate Government procurement officials in like circumstances, 
and, of course, our actions are at all times subject to the careful Government 
monitoring and review that I have described. 

The type of contract at the first tier is determined by negotiations between the 
seller and the weapon system contractor, subject to approval of the administra- 
tive contracting officer of the Air Force. Air Force approval is also required as 
to the terms, conditions, cost, and profits of each procurement, either by the 
administrative contracting officer at the prime contractor facility or by a con- 
tracting officer at the subcontractor facility when there has been a delegation 
of such authority by the Air Force. 

In a typical subsystem competition we utilize cost estimates furnished by the 
bidders as a basis for evaluation of the cost factor and as an element of the 
total cost. In the instance of competitions for airframe structural components, 
however, we utilize comparative rate information from the various bidders as a 
basis for evaluation, and project the estimated total cost on the basis of our 
calculations of the hours of effort required. This technique is necessary because 
the programs would be delayed considerably if we waited for the structural de- 
signs that would be required by the bidders in order to estimate the hours of 
effort involved. 
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On all types of major subcontracts, for both airframe components and Special. 
ized subsystems, we authorize the winning bidder to proceed with work through 
a letter contract, and subsequently negotiate a definitive contract as soon as 
it is possible to outline the scope of the work and estimate costs with somewhat 
greater accuracy. Fee is negotiated with the subcontractors as part of the 
definitive contract. 

In arriving at the terms of a contract relating to cost allowances covering 
executive salaries and other indirect costs, we are guided by applicable Govern. 
ment procurement regulations and directives. If an agreement has already been 
reached between the seller and the Government as to the seller’s rate of indirect 
costs, this rate is accepted. If not, such an agreement will be negotiated with 
the seller, subject to the approval of the contracting officer. 

Applicable Government procurement regulations will likewise control guch 
matters as progress payments and refunds. 

In general, I should state that in carrying out our responsibilities under these 
contracts we will be subject to the provisions of our prime contracts, all perti. 
nent Government procurement regulations, and Air Force concurrence. And J 
would like to emphasize that we propose to exercise the same stewardship and 
efficiencies that have characterized our company’s operations in the past, as de- 
scribed and demonstrated to the subcommittee when it visited our plant 3 years 
ago. We are taking steps to maintain very careful control over our internal 
expenditures and, as I will describe later, over the expenditures of our gyb. 
contractors. 

I believe that it will be instructive at this point to review the actions and poli- 
cies of our company in its administration to date of the B-70 and F-108 con- 
tracts. 

After we had been selected as weapon system prime contractor for the F-108 
and B-70 as a result of the long competitive process I have outlined, our first 
objective was to get all the necessary developmental work started. This in- 
volved the air vehicle design, development, and manufacturing responsibility 
plus the establishment of subsystem requirements and the selection of subcon- 
tractors best qualified to meet those requirements. 

In approaching its challenging new administrative task, our Los Angeles divi- 
sion undertook to reorganize itself in a way that would facilitate weapon system 
coordination. 


Do you want to take it up? 
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Mr. Arwoop. I present a chart, gentlemen, indicating the form of 
organization we have and the methods of administration for these 
two major projects. / 

We have, of course, organized ourselves in a functional manner, in 
that we have a financial section of our company; we have a group for 
the contracts and proposals, manufacturing, engineering, quality con- 
trol, material and procurement, and weapon system support, which has 
to do with spares and field service. 

Then we place a separate responsibility on an F-108 and a B-70 
weapon system manager, who are at the same level with the directors 
of these functions. 

Then with respect to coordination across the organization—material 

rocurement, engineering, manufacturing, contracts and accounting, 
we have a specific individual assigned in each functional division full 
time on this project and on this project. [Indicating. | 

The coordination across the organization here is then effected by 
this manager who has equal authority with these people with respect 
to his system. And through that coordination he is responsible for 
the scheduling, the progress, the correspondence and the coordination 
of all affairs that have to do with these systems. 

I believe that is all I need to say on that chart. 

Mr. Taytor (reading) : 

In the interest of economy and optimization of design, we attempted to utilize 
in the weapon system all available Air Force development work in lines of 
equipment applicable to the B—70 and F-108. We pursued a painstaking process 
in our efforts to bring the most highly qualified firms into competition and to 
select finally the best participant in each category. 

The first step in this process was the drawing up of a list of qualified bidders. 
In making up this list we utilized recommendations from our own organization, 
listings in trade directories, suggestions from the various Air Force develop- 
ment laboratories, and direct requests from suppliers who wanted to be 
considered. 
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After developing a fairly inclusive list of potential subcontractors, we evalu- 
ated these potential subcontractors and narrowed the larger list down to the 
qualified bidders’ list. In this process our survey teams sent out to inspect po- 
tential subcontractors visited plants in about 100 cities throughout the Nation. 
These survey teams, which also obtained data useful in our evaluations of 

roposals, included personnel qualified in engineering, manufacturing, quality 
control, purchasing, and industrial engineering. 

The teams reviewed and reported on such matters as the adequacy of plant 
facilities, management capabilities, engineering capabilities, rejection records, 
est reduction records, reliability records, geographic location, and financial 
standing. The reports were finally reviewed by a source selection board con- 
sisting of the heads of our engineering, manufacturing, material, purchasing, 
quality control, weapon system subcontracting, and weapon system management. 
The resulting qualified bidders’ list was then sent to the Air Force weapon sys- 
tem project office for concurrence, through the Air Force plant representative. 


Do you want to take that next chart ? 
Mr. Atwoop. I believe the chart is self-explanatory with the text. 
Mr. TayLor (reading) : 


At this point I want to explain how the Air Force approval process works. 
The first Air Force contact point for the contractor on the B-70 and F—108 is the 
Air Force plant representative, through whose office we normally route all cor- 
respondence, requests, proposals, and other communications. 

The main coordinating point for Air Force decisions on the programs, how- 
ever, is the weapon system project office, or WSPO, that has been established 
for each weapon system at Wright-Patterson Air Force Base in Dayton, Ohio. 
These offices are charged with overall Air Force responsibility for all aspects 
of development, procurement, and production. 

The WSPO’s are composed of personnel from the air materiel command and 
the air research and development command. The ARDC side is expected to 
maintain administrative authority within the WSPO during the design and de- 
velopment phases, with the AMC side taking over the reins when the produc- 
tion stage is entered. 

Backing up the WSPO’s for purposes of technical evaluation, contracting sup- 
port, procurement policy, funding, logistics support, scheduling, training require- 
ments, operational requirements, approvals, and so forth, are the various ele- 
ments and commands of the Air Force. These include ARDC, AMC, Wright Air 
Development Center with its various laboratories, the prime air materiel area 
that is assigned responsibility, the training command, the using command such 
as strategic air command in the case of the B-70 and air defense command in 
the case of the F—-108, and of course, Air Force Headquarters. 

Returning to the sequence of subcontractor selection that I was describing, 
the next step after approval of the qualified bidders’ list is the calling of quali- 
fied bidders to a bidders’ conference on the subsystem concerned. We have held 
a total of about 380 of these conferences on the two weapon system programs, 
with an average of about 10 firms represented at each conference. Purpose of 
the conferences was to brief the prospective bidders thoroughly on all aspects 
of the requirements for the subsystem, acquaint them with the procedures and 
policies we would follow, and generally provide the background needed by each 
firm to enable it to decide whether to bid and how to bid. We could have ac- 
complished these objectives without a conference, of course, but it was felt that 
it would be desirable from the standpoint of fairness and impartiality to make 
sure that each firm received exactly the same information in the same manner. 


Mr. Gavin. Right at that point, those who do bid: Are they re- 
munerated for the cost and preparation of their bids in the event they 
don’t get the bid from North American? TI just wonder if you pur- 
sue the same policy with the subcontractors as you expect the Govern- 
ment to pursue with you ? 

Mr. Arwoon. We really don’t know what the individual cireum- 
stances are, Mr. Gavin. 

Mr. Gavin. It costs them money, too? 

_ Mr. Arwoon. But the common practice is to incorporate such costs 
Into overhead of the company. If it is doing strictly commercial 
work, the commercial work will bear the overhead. If it is doing 
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strictly military work, I assume the military work will bear the over. 
head. I am sure they do not capitalize it and carry it separately, but 
rather charge it into their overheads at the time. 

Mr. Gavin. But you don’t reimburse them in the event—— 

Mr. Atrwoop. No, not directly, no, sir. 

Mr. Heéverr. Pursuing that, Mr. Atwood, what Mr. Gavin has asked 
was in connection with the questions of yesterday, in which the unsue. 
cessful bidders were reimbursed by the Government at the prime con- 
tract level. 

Mr. Atwoop. Not directly, sir. 

Mr. Hésert. Not directly? I thought that was the testimony, 

Mr. Arwoop. Not with a direct payment. I say it goes into the 
overheads, 

Mr. Hépzert. Well, let’s clear that up. As we understood it yester. 
day, what you said was the unsuccessful bidders were paid. 

Mr. Arwoop. Not unless 

Mr. Gavin. For the cost of operation and preparation of their 
engineering designs. 

Mr. Heésert. Yes. 

Mr. Gavin. The cost of submitting the bid. 

Mr. Atwoop. Let me clear that up. 

There are instances where more than one firm has a contract to do 
advanced development work. In this instance they would be directly 
reimbursed. In many other cases, the request for bids does not involve 
any contract work whatsoever, but design, engineering, and other ef- 
fort, and in that instance, the prime bidder would charge these costs to 
his overhead. If his overhead is being applied against Government 
contracts, it would be considered to the extent it is applied to Govern- 
ment contracts as an allowable item of cost, under present regulations, 

Mr. Héserr. Well, in other words, it is tweedle-dum and tweedle- 
dee? You either get the money directly, and if you don’t get it 
directly, then you go around the corner and get it, by putting it in 
other contracts and making the other contracts carry the load of the 
expense / 

Mr. Arwoop, Well, that is the reason that I indicated yesterday 
that we were reimbursed, Mr. Hébert. Because we are doing essen- 
tially all Government work, and this is true. 

Mr. Héperr. Certainly, I as an individual member of the commit- 
tee yesterday got the distinct impression that if three contractors 
were invited to bid, A, B, and C, and B being successful, included the 
expense in his contract, but A and C being unsuccessful, were reim- 
bursed by the Government. 

Mr. Arwoop. Not in direct payments, Mr. Hébert, unless they were 
working on a contract at the time. And there are instances where 
the Government takes it to a point that they let perhaps two or three 
contracts and carry those for a period of time, until the winner is 
finally determined. 

This would be in a case where they felt that the work should be 
pursued under Government control to a considerable degree along 
the technical lines before a final decision is made. And this happens 
in some instances. In those cases direct reimbursement is made 
against the contract. 

Mr. Hésert. In any event the Government does allow remunera- 
tion or a return on other contracts if the prime is a military con- 
tractor? 
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Mr. Arwoop. Yes, sir. — 

Mr. Héserr. So, then, it reflects this way. If they are unsuccess- 
ful on a certain contract and they apply the cost of bidding on another 
contract, the price reflected in their current contract is not a true 
figure, because it carries an added cost of an unsuccessful bid? 

Mr. Atwoop. It carries many variable overhead items, of course, 

. Hébert. 
Wetr Hesert. Call it by any other name. It doesn’t make any differ- 
ence. It is money. ; ‘ 

Mr. Arwoop. I made it clear yesterday, I think, that we were reim- 
bursed and this is the method. 

Mr. Gavin. You made it clear but now you are a little disconcerted 
about just how the whole business is handled. 

I concluded : If A, B, and C bid on a job and say A got the contract, 
the cost for the preparation of the bid of B and C was paid for by 
the Government even though they didn’t get the contract. Now you 
say it is by some technique on other contracts that they may be reim- 
bursed. It isnot quite clear. 

What brought the question up? I was wondering if the Govern- 
ment pursues such a policy with the prime contractor, how about these 
subcontractors who may not be as big as the prime contractor? Aren’t 
they entitled to just as much consideration in the preparation of the 
bid, even though they may not be as large a corporation as you are? 

Mr. Atwoop. Yes. 

Mr, Gavin. But, nevertheless, their operating and overhead ex- 
penses are of just as great importance in their own particular category 
that they operate. I thought if the policy was pursued by the Federal 
Government to the prime contractor—I was just wondering if the 
prime contractor gives the same consideration to the subcontractors, 
and you say “No.” 

Mr. Atwoop. Then I wasn’t clear, Mr. Gavin. I believe the subcon- 
tractors do enjoy the same status in this regard. 

Mr. Gavin. You mean they write it in their own overhead in sub- 
mitting the bid ? 

Mr. Atwoop. Yes. 

Mr. Gavin. But if they don’t get the contract ? 

Mr. Arwoop. It is allowable with respect to any Government work 
they are doing. 

Mr. Gavin. Allowable to who? Thesubcontractor ? 

Mr. Arwoop. Yes, sir; I believe that is correct. 

Mr. Héeerr. You mean to tell me, Mr. Atwood, that a subcontractor 
you have invited to bid, having failed to get the contract, can charge 
that expense- 

Mr. Gavin. Overhead. 

Mr. Héprrr. Overhead or whatever they want to call it—really, it 
is not overhead, but the expense of bidding; the cost of bidding. 

Mr. Gavin. Yes. 

Mr. Héserr. Can you charge it to another Government contract and 
the Government auditors will allow that as part of a current contract ? 

Mr. Arwor Dp. Oh, yes. 

Mr. Hénerr. I think this hearing is most interesting and will de- 
velop something that the people don’t generally know. This is amaz- 
Ing to me. 
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Mr. Arwoop. I believe, sir, that every firm, architectural, constrye. 
tion, or whatever it may be, charges its business expense to its over. 
head throughout the country, commercial or military. 

Mr. Héperr. Yes, of course, it does. 

Mr. Arwoop. Yes, sir. 

Mr. H&rerr. Do you mean to say it will charge you its expense on an 
unsuccessful contract to the other fellow, who turns out to be the 
sucker / 

Mr. Arwoop. It depends on the kind of contract he has, of course, 
Some commercial firms have cost-plus contracts and I believe in that 
instance this would be the case. 

Mr. Héperr. Well, that is an amazing way of doing business, 

Mr. Courtney. Well, may I ask a question ? 

Mr. Héperr. Yes, certainly. I would like to get this cleared up 
because, this is a new one. : 

Mr. Courtney. The effect of what you are saying is this, if I under. 
stand it, and correct me if Iam wrong. In its application, what you 
are saying is this, that any contractor charges his bidding expenses 
to general and administrative overhead. 

Mr. Arwoop. I believe so, Mr. Courtney. 

Mr. Courtney. Because this is an out-of-pocket expense. 

Mr. Arwoop. I believe so. 

Mr. Courrney. Now in these circumstances, if a Government con- 
tract is won, a 100-percent Government contractor is at a greater ad- 
vantage than a contractor who has commercial and Government busi- 
ness as well: is that correct ? 

Mr. Arwoop. I would assume the dilution would be in proportion 
or the application would be in proportion to overall business. 

Mr. Courtney. Yes, but when he goes to the negotiating table with 
fixed costs for his bid, knowing that he may lose the bid and knowing 
that 50 percent of his overhead is related to commercial business, we 
will say, assuming he is half and half, in that case he is at a disad- 
vantage so far as absorbing any possible loss with the 100-percent 
Government contractor whose total overhead including failures in 
bidding is an allowable cost against a Government contract. Isn’t 
that the effect of it / 

Mr. Arwoop. A company would certainly have to consider its cur- 
rent circumstances in incurring such costs. 

Mr. Courtney. No. Isn’t that the effect of the system which we 
are talking about right now, if it is, in fact, the practice? This I am 
not suggesting. That would be the effect of it, wouldn’t it? 

Mr. Arwoop. I believe so. 

Mr. Courtney. So a 100-percent contractor is in the most favor- 
able position so far as failures in bidding is concerned, because all 
of his administrative overhead is allowed against his current business. 
(Mr. Atwood nods. ) 

Mr. Courrney. That is right. 
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Mr. Hézert. Of course, if that is the trend, if that is the type or 
indicator of the way the Government does business, no wonder we have 
such high costs. ‘The contractor can’t lose under any circumstances. 

Mr. Gavin. If that policy is pursued with these larger corporations 
and prime contractors, why shouldn’t the same policy be pursued with 
thesmall subcontractors, too ¢ 

Mr. Arrwoop. It is. 

Mr. Héperr. So that boosts the price of the contract. 

Now let me ask you one thing in that connection, Mr. Atwood ? 

Mr. Arwoop. Yes. 

Mr. Héserr. Earlier in your statement—I hoped to allow you to 
fnish, but since we are in this area now let’s siete this discussion. 

Mr. Arwoop. All right. 

Mr. Hénerr. You are estimating a 614-percent fee on your total 
contracts ¢ 

Mr. Atwoop. We proposed this. It hasn’t been finally adjusted. 

Mr. Hésert. That is what you propose. Whether you get it is 
something else. But do you propose a 614-percent fee / 

Mr. Arwoop. Yes, we do. 

Mr. Heserr. That ison the total contract ? 

Mr. Atwoop. Yes. 

Mr. Héserr. Now, does that 614 percent also reflect in the subcon- 
tracts that you let / 

Mr. Arwoop. This has not been completely determined, Mr. Hébert. 

We have proposed that it does, although there may be some modifi- 
cation with respect to these other contracts. They will have to be 
viewed by the procuring agency. We don’t have the matter deter- 
mined at all right now. 

Mr. Héserr. But it is your intent to pursue it along those lines? 

Mr. Atwoop. We certainly expect to have a profit with respect to 
the subcontracts that we handle. Just how much it will be, I don’t 
know. 

Mr. Herertr. You haven’t determined that, but I am talking about 
the principle of it. I am not talking about the exact figure. Then you 
most definitely will have a profiit on the subcontracts which you let? 

Mr. Atwoop. We expect to. 

Mr. Héserr. On the total cost of that subcontract, is that correct ? 

Mr. Arwoop. We expect to, yes, sir. 

Mr. Héserr. And the total cost of that subcontract will also include 
a profit to the subcontractor, won't it ? 

Mr. Arwoop. Yes, sir. 

Mr. Heérert. And then you will have a profit on the profit of the 
subcontractor ? 

Mr. Arwoop. That is the intention, yes, sir. 

Mr. Hévertr. Proceed with your statement, Mr. Atwood. 

Mr. Atwoop. If I could add one more thing? 
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On the bidding expenses, I can’t give you complete answers to al] 
the philosophy on this, but bidding expenses don’t amount to too 
much except where design work is undertaken. I believe it ig ep. 
sidered of great advantage to the Military Establishments to haye 
the design work in more than one company for their use and guid. 
ance and possible application in certain areas. 

This is one of the justifications for allowing this bidding expense 
because it amounts to some research and development work of broad 
value. I wanted to add that point. 

Mr. Winsteap. Mr. Chairman. 

Mr. Héserr. Yes, Mr. Winstead. 

Mr. Wrnsteap. May I ask one question. If A, B, and C all gub. 
mitted bids and B receives the contract and A and C receive nothing 
they get no reimbursement from anyone at any time, unless they re- 
ceive a contract; is that correct ¢ 
. _Mr. Arwoop. They don’t get direct reimbursement, Mr. Winstead, 
They don’t get a check for this amount of money. 

Mr. Wrnsreap. Unless they get a Government contract, they would 
never get reimbursement, is that correct ¢ 

Mr. Atrwoop. That would be right. 

Mr. Winsreap. Then suppose B receives a prime contract and 
subcontracts to A and C, could they then include that total cost in 
the subcontract to B ¢ 

Mr. Arwoop. The chances are that they write off their bidding ex- 
penses immediately against work in their factories. This is good 
accounting practice, in my opinion. The chances are they will not 
hold that cost over, but immediately write it into the inventory of 
what they are making for the Government or anyone else, 

Mr. Winsrrap. But they could include that original cost, could 
they not? 

Mr. Arwoop. It would be a very special circumstance where that 
would be applicable. I don’t believe so. 

Mr. Heéserr. Let me pursue the profit on top of profit. 

In taking an arbitrary figure. Let us assume that the subcontractor 
receives a 6-percent profit. 

Mr. Arwoop. All right. 

Mr. Héserr. You as the prime contractor receive a 6-percent profit 
on top of that 6-percent profit / 

Mr. Arwoop. This could very well be the case. 

Mr. Héperr. Well, as a matter of fact, it is. Therefore, instead of 
refiecting a cost of the Government of a 6-percent profit on all subs, 
the actual cost is 6 percent on top of 6 percent 
Mr. Arwoop. Yes, sir. 

Mr. Gavin. May Lask a question 4 
Mr. Hépert. Yes. 


Mr. Gavin. You say here in your statement on page 38: 


In the B-70 and the F-108 program we are proposing a fee representing 6% 
percent of the estimated cost. 
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That would be a guaranteed fee that you would get for the entire 
contract. 

Have you submitted that proposal to the Department of Defense as 
yet ! 

Mr. Atrwoop. Yes. We are negotiating this right now, Mr. Gavin. 

Mr, Gavin. What seemingly is their attitude toward it? 

Mr. Arwoop. Well, we are just reviewing it now. 

Mr. Gavin. Just reviewing it. Well, that would assure you that 
there would never be a possibility of your losing anything, if you got 
a guarantee of 614 percent on all the contracts that were entered into 
with your organiz: ation by the Government. 

Mr. Arwoop. We covered that yesterday. I thoroughly agree. 

Mr. Hénerr. It is to your advantage to let a lot of subcontracts 
out, then. Because the more subcontracts you let out, the better profit 
you make, because you make the profit on the contract, itself, and a 
profit on the profit. 

Mr. Atwoop. Well, I think I covered that yesterday to some extent. 

I feel that the most economical approaches are the best approach, 
and we try to make these elements of the projects manageable, 
through going to appropriate concerns who have the capabilities. We 
are not following the practice of breaking these down into small ele- 
ments where the coordination problem that we have outlined would 
get unmanageable. 

I think the logical breakdown of our subcontracting stems from 
the jobs to be done, in the kind of subsystem that is involved. So I 
don’t believe we have any particular latitude there. 

Mr. Gavin. Do the subcontractors let many subcontracts ? 

Mr. Arwoop. Yes, sir, they certainly do. 

Mr. GAvIN. So it goes on down the line? 

Mr. Arwoop. ‘Tier after tier, yes, sir. 

Mr. Hiéverr. Profit after profit. 

Mr. Gavin. How many tiers would you say, possibly, in the subcon- 
tracting? Just approximately 

Mr. Arwoop, This can vary all the way down to the mines where 
the metal comes from. I don’t know. In some cases it is quite a num- 
ber. In other cases it is relatively small. I intend to cover that 
tomorrow in some detail, about the subcontracting. 

Mr. Héverr. Fine. Proceed, Mr. Atwood. You are making a very 
fine witness. I may pause to compliment you. 

Mr. Arwoov. Well, frankly—certainly I want you to get all the 
facts. 

Mr. Héserr. You are not hesitating. I compliment you. 

Mr, Arwoop. Thank you. 

Mr. Tayior (reading) : 
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The mortality rate in the early stages of the competitive process averaged 
about 40 percent—that is, 4 out of 10 firms dropped out of the competition for 
one reason or another and did not submit bids. The total number of bids actu- 
ally submitted for the major subsystems of both the B-70 and F-108 was 190 
and the number of bids in each subsystem category ranged from 8 to 31, ; 

Following the bidders’ conference, the prospective subcontractors were given 
from 6 to 8 weeks to work up their detailed proposals. These were required 
to cover every aspect of design, estimated costs, and organizational capability 
I might mention that, as a safeguard against errors or oversights in selection 
of qualified bidders, we have been following the policy of accepting a bid from 
every firm that submits one even though not on the qualified bidders’ list, 

The proposals were reviewed carefully by individual evaluation committees 
qualified to judge the various key factors, including technical design, technica} 
capability, production capability, probable cost, and program management capa- 
bility. We brought to bear on this important problem a very substantial cross. 
section of our management organization. 

For example, in evaluation of production capabilities of the various bidders 
for structural subcontracts, we had 117 of our top manufacturing line Super- 
visors and specialists working 60 hours a week for a period of 3 weeks. The 
combined recommendations of the evaluation committees next went to our com- 
pany’s source selection board, Comprising the factory manager, chief engineer, 
director of quality control, director of material, Weapon system manager, and 
weapon system subcontract manager. Selections of this board were finally 
reviewed by myself and by various echelons of the Air Force, the latter ¢o- 
ordinated through the Weapon System Project Office as I have described. 

That, in very brief summary, is the procedure we went through in selecting 
each of the major subsystem participants on the B—70 and F-—108, and each of 
the subcontractors who will take on a major part of the aircraft structures, We 
believe that the process has produced developmental teams of extraordinary 
capability on both these vital weapon systems. 

I would like to run quickly through the list of subcontractors on each weapon 
system as a matter of information to the subcommittee concerning the caliber 
of the industrial firms represented. 

On the B-70 weapon system we have the following firms handling the sub- 
systems or components indicated : 

Air induction control system: Hamilton Standard Division of United Aircraft 
Corp. (Connecticut). 

Alert pod: Beech Aircraft Corp. (Kansas). 

Automatic flight control system: Autonetics Division of North American Avia- 
tion (California). 

Auxiliary gyro platform: Sperry Gyroscope Co., Division of Sperry Rand 
Corp. (New York). 

Bombing-navigation and missile guidance system: Military Products Divi- 
sion of International Business Machines Corp. (New York). 

Engine extraction air ducting system: Solar Aircraft Co. (California). 

Environmental control system: Hamilton Standard Division of United Air- 
craft Corp. (Connecticut). 

Secondary power system: Sunstrand Aviation Division of Sunstrand Machine 
Tool Co. (Illinois). 

Horizontal stabilizer: Chance Vought Aircraft, Inc. (Texas). 

Fuselage : Lockheed Aircraft Corp. (Georgia). 

Landing gear system: Cleveland Pneumatic Industries, Inc. (Ohio). 

Vertical stabilizer: Chance Vought Aircraft, Inc. (Texas). 

Wing: Boeing Airplane Co. (Washington). 

On the F-108 weapon system we have the following firms: 

Air induction control] system: Marquardt Aircraft Co. (California). 

Antenna system: Electronic Specialty Co. (California). 
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Automatic flight control system; Autonetics Division of North American Avia- 
tion (California ). J i er 

Central air data system: AiResearch Manufacturing Division of the Garrett 
Corp. (California ). : ’ lee P 

Environmental control system: Hamilton Standard Division of United Air- 
craft Corp. (Connecticut). 

Fire control system: Hughes Aircraft Co. (California). 

GAR-9 missile : Hughes Aircraft Co. (California). 

Landing gear System: Cleveland Pneumatic Industries, Inc. (Ohio). 

Mission and trafiic control system: Federal Telephone & Radio Division of 
International Telephone & Telegraph Corp. (New Jersey ). 

Secondary power system: Sundstrand Aviation Division of Sunstrand Machine 
Tool Co. (Illinois). 

Wing: Convair Division of General Dynamics Corp. (California). 

The engine contractor in the instance of both programs is the General Electric 
Go. General Electric is an associate contractor rather than a subcontractor, and, 
therefore, deals directly with the Government except for certain technical 
ordination aspects. There did not appear to be any advantage in assigning 
engine procurement responsibility to the weapon system prime contractor because 
the size and characteristics of a jet engine are largely determined by its func- 
tional design, and it is not feasible or necessary to repackage it or change its 
size for each Weapon system application. 

In addition to the engine contractor, two other firms were selected by the 
Air Force early in the programs because of the extensive coordination and inte- 
gration problems. These were the bombing-navigation and missile guidance 
subcontractor on the B-70 and the missile and fire control subcontractor on the 
f-108. The firms were International Business Machines and Hughes Aircraft, 
respectively. The IBM and Hughes projects were actually under way under 
direct Government contracts long before we won the competitions and undertook 
weapon system contractor responsibility, and these programs were transferred to 
subcontractor status at a later date, 

We have yet to award B-—70 subcontracts on the defensive system, mission and 
traflie control system, central air data system, and powerplant instrumentation 
system; and F-108 subcontracts on the airborne target system; radome, pro- 
gramer comparator, and mission simulator trainer. 

Since I am sure the subcommittee is interested in the competitive aspects and 
ethical standards of these subcontractor selections, and since our company is 
performing in these instances a task formerly entrusted to Government person- 
nel, I would like to follow through in more detail one of the typical subsystem 
competitions. 

We realized, of course, when we took on these weapon system contract respon- 
sibilities that we were not entering a popularity contest. In every subcontract 
competition we can make one friend and potentially as many enemies as there 
are unsuccessful competitors. I do not believe that anything I say will reduce 
criticism if it exists, but I would hope to leave with you gentlemen some apprecia- 
tion of our thoroughness, objectivity, and dedication to the Nation’s interest in 
these matters. 

The example I have selected to trace is the auxiliary gyro platform subsystem 
for the B-70 weapon system. This is a small gyro system that will provide 
attitude and heading reference for the pilot’s flight instruments and for the 
automatic flight control subsystem. 

We started compiling a list of qualified bidders for the auxiliary gyro plat- 
form subsystem on June 1, 1958. About 45 days later we completed a list of 13 
companies and submitted it to the Air Force. The list was approved by the 
Air Force with no changes and no additions on August 1. 

Invitations to bid were sent to the 13 potential bidders on August 3, and a 
bidders’ conference was held 2 weeks later, attended by all 13 firms. Our survey 
teams meanwhile were touring the plants, and completed their onsite evaluations 
on August 27, 
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On October 7, due date for proposals, we received proposals from only 10 bid. 
ders, the other 3 having indicated that they were withdrawing from the ¢om. 
petition. To indicate the caliber of companies involved, the 10 submitting pro. 
posals were General Electric Co., International Business Machines, Kearfott (o 
Lear, Litton Industries, Minneapolis-Honeywell Regulator, United Aircrag 
Corp., Sperry Gyroscope Co., United States Time Corp., and the Autonetics 
Division of North American Aviation. 

Of the 10 proposals, 4 were eliminated at the outset because of serious tech. 
nical shortcomings, and the remaining 6 were reviewed thoroughly by the North 
American Source Selection Board. The summary of the evaluations, incidentg 
comprises a volume approximately one inch thick. As a matter of interest, the 
Board ranked the Autonetics proposal as fifth, so that in this instance our own 
component division was not even a serious contender. 

The Source Selection Board reached a decision in favor of Sperry Gyros 
Co. on December 5. This decision was approved by division management on 
December 9 and by myself on December 12. It was formally submitted to the 
B-70 Weapon System Project Office through our Air Force Plant Representative 
on December 17. 

The choice of Sperry as subcontractor was reviewed by the Air Force Air 
Materiel Command Advisory Panel on January 22, 1959, and North American re. 
ceived official Air Materiel Command concurrence on February 6. Negotiations 
were initiated promptly with the Sperry Gyroscope organization, which jg 
located on Long Island, N.Y., and a wire contract was issued to the firm on 
March 6, 1959. Two weeks later we had the Sperry people in for initial technica] 
coordination discussions with our own engineers, and this example of transcop. 
tinental teamwork toward development of the B-70 weapon system is now moving 
along very nicely. 

I believe that this is a fairly typical illustration of the steps and timing ip. 
volved in one of these major subcontractor selections, and I hope it will convey 
the fact that these decisions are being made very carefully and with the full 
concurrence of the Air Force. 

Within the North American organization we are undertaking, in addition to 
our weapon system coordination responsibilities on these programs, the design 
and fabrication of about 30 percent of the B-70 airframe components and 35 
percent of the F-108 airframe components. We are also taking the respon. 
sibility, through our Autonetics Division, of developing the automatic flight 
control subsystems for both the B-70 and F-108. 

In the instance of these subsystems, Autonetics got the business because it 
was ranked at the top technically and satisfied our Source Selection Board and 
the Air Force that it could do the job at lower cost than any of the other seven 
bidders. 

Beyond the overall design work and these other fundamental responsibilities, 
we have the task of bringing together and assembling all the elements, con- 
ducting the necessary test programs, and demonstrating satisfactory per- 
formance. As weapon system prime contractor we have the overall responsibility 
for developing and delivering suitable operational weapon systems in accord- 
ance with the agreed-upon specifications and requirements. 

During the period of B—-70 and F-108 development we are utilizing various 
techniques to maintain necessary coordination and control of subcontractor 
efforts. We will have at least one resident representative at each subcontrac 
tor’s plant, and the subcontractors in turn will have one or more at our plant. 

Our representatives in the subcontractor plants will be drawn from the fol 
lowing functional divisions: material procurement, engineering, manufacturing, 
quality control, and tooling—depending upon the nature and difficulty of the 
subsystem or structural work involved. Through the representation technique, 
we hope to keep each other fully informed at all times concerning progress and 
problems of mutual concern. 

We have devised a fairly detailed milestone reporting system for the subcon- 
tractors that will enable us to spot very quickly any potential bottleneck or 
delay before it becomes too serious. These milestone reports, reflecting actual 
accomplishments against a predetermined timetable, will be supplemented by 
other technical reports as required by the nature of the subsystem or structural 
component. 
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Mr. Arwoop. I believe the chart is self-explanatory. I might say 
that these charts are not secret, in that the dates and mont and 
years have been taken off of them, but schedules are actually secret, 

They merely indicate the time phasing of various elements of this 
program. 

Mr. Taytor (reading) : 


From a pricing and cost standpoint, we are imposing the tightest controls we 
can devise to assure attainment of objectives at minimum cost and, if pogsip 
within budgeted limits. At the time of proposal evaluation we gave particular 
attention to the cost breakdowns submitted by the various firms, and in m 
instances where certain cost elements appeared unrealistic on either the 
or low side, or where an inadequate breakdown was furnished, we went back 
to the firm for better information before accepting the proposal competitively 

Our objective has been to get the lowest possible cost estimate that could be 
regarded as reasonable and attainable for the work involved, and we believe 
that our stewardship in this regard compares favorably with the highest gtanq- 
ards for Government procurement and will result in relatively close adherence 
to projected costs. 

However, as I brought out earlier, it is always extremely difficult to estimate 
developmental work accurately. In evaluating different proposals from woul. 
be subcontractors, therefore, we are really as much concerned with the thorough- 
ness and integrity of the estimates as we are with the estimated total cost. We 
certainly have no basis for claiming that we can evaluate such estimates better 
than anybody else, but I assure you that in taking on this responsibility that 
formerly resided in Government buyers we are determined to apply all the in. 
genuity and diligence we can to come up with accurate cost projections. 

Monthly progress and cost reports are required from each subcontractor, 
and these, of course, will be continuously checked against proposal estimates 
and milestones to provide an indication of how we are doing against overall 
projected expenditures for weapon system development. In the latter connes 
tion, I believe that the subcommittee will be interested in the fact that the 
weapon system contracting technique permits a closer control of total costs 
because for the first time almost all direct development costs are brought under 
one contract. Formerly it was difficult if not impossible to isolate and allocate 
certain equipment development costs when such equipment was bought by the 
Government and assigned to various programs. 

We firmly believe that B-70 and F-108 weapon system development can be 
accomplished at minimum cost under the prime contract arrangement for the 
fullowing reasons: 

(1) We have the advantage of fast decision-making by an organization geared 
to the program and familiar with its every aspect. Day-to-day communiea- 
tion and decision-making are decentralized down through the major subsystems 
and beyond, permitting each decision to be made at the lowest possible level 
without endangering weapon system objectives. 

(2) Under the weapon system technique we have clearly assigned respon- 
sibility for coordination of all elements of the development program—thus 
minimizing the chance that one or more items will not be compatible or that 
there will be duplication of effort. A prime contractor responsible for the total 
development cost can be expected to be exceptionally diligent in these matters. 

Our progress to date in the B-70 and F-108 programs has been most en- 
ecouraging in every respect. In my remarks tomorrow I will give examples 
of some of the technical progress and benefits that are being realized. In terms 





of milestones, I can report that we had our mockup board inspections last | 


January on the F-108 and early this month on the B-70. In both instances 
the Air Force teams responsible for these inspections ordered only minor 
changes that will impose no serious problems in the development cycle. 

We are well along in our extensive manufacturing development program t 
perfect the many new techniques that will be necessary to produce new types 
of structures and utilize new types of materials. We are working closely with 
our subcontractors in all these aspects to insure that there is maximum inter 
change of information, avoidance of duplicated effort, and the sort of cross 
fertilization that will contribute to more economical development and produc | 
tion. i 
It may contribute to your understanding of the scope of the engineering | 
and development problems being met by the prime and subcontractor teas | 
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on the F-108 and B-70 if I read into the record a paragraph on this subject 
that appeared recently in our company publication : ‘ 

“The extraordinary hurdles which must be made by the aircraft industry and 
its thousands of supplier firms is shown in the immense technical effort which 
will be required on the B-70 and F-108. The speeds at which these aircraft 
will fly are attained today only by highly sophisticated research aircraft pushed 
to these speeds by rocket engines, and only for seconds or minutes. The B—-70 
and F-108 will be expected to cruise for hours at these speeds and resultant 
temperatures. Half of the men who will maintain them in service will be young 
Air Force mechanics, whose jet experience will average a little over 144 years. 
This gives added responsibility to the designers of equipment in the new weapon 
systems. Not only will each of these systems have to reflect the advanced 
‘state of the art,’ but the training courses and training aids, ground checking 
equipment, maintenance equipment and technical handbooks, will have to be so 

that men of short-term technical experience can understand them and 
apply them to their jobs.” 

Concluding my statement for today, here are some figures reflecting the ex- 
tent to which the B-70 and F-108 programs will be spread throughout the Na- 
tion’s industrial and economic structure. In addition to our direct procurement 
from the major subcontractors, we will deal with thousands of smaller sup- 
pliers in both large and small business. 

The subcontracted work in turn will fan out from the large companies to 
successive tiers of subcontractors, with the end result that an estimated 20,000 
companies will ultimately be involved in the combined B-70 and F-—108 programs, 
Through these thousands of companies goods and services will be procured from 
every State of the Union. In terms of manpower we estimate that approxi- 
mately 60,000 men and women in companies other than North American may be 
engaged in B-70 and F-108 work at the time of peak effort. 

I will describe the meaning of these programs for small business, and some 
of the steps we are taking to aid small business, in my statement tomorrow. 


Mr. Héserr. Thank you, Mr. Taylor, for reading for Mr. Atwood. 
You did a very splendid job. 

There is one thing that has gone through my mind as I was reading 
this very effective system which you described. I am just wondering 
whether there is an exodus of officers over at the Pentagon, because 
it doesn’t seem they will need very many over there. There ought to 
be some vacant offices over there. I am wondering what the people 
are doing who used to do this job. Of course, you can’t answer that 
question, because you are not qualified. 

Mr. Atwoop. No, sir. 

Mr. Hézerr. We will ask the military and they will have an ex- 
planation. There is no doubt about that. They will still be on the 
payroll. 

r. Courtney / 

Mr. Courtney. Just a few questions. 

Mr. Atwood, what types of contracts are awarded to these subcon- 
tractors after a competition such as you detailed in your statement? 
Are they cost-plus-fixed-fee or incentive types? What is the practice 
of the company with respect. to that? 

Mr. Arwoop. Where development and design work is required, they 
are almost always cost-plus-a-fixed-fee. 

Mr, Courrnry. Another question, then. Are any incentive con- 
tracts as we know them awarded below the prime or from the prime, 
if you know, as a matter of practice? 

Mr. Arwoop. I don’t know the answer to that right now. We 
haven’t developed this structure quite enough. 

Mr. Courtney. You haven’t come to that extent? 

Mr. Arwoop. I have a feeling some of the things we buy will be on 
fixed price and some will be on fixed price incentive or readjustment 
contracts. But I can’t assure you on this right now. 
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Mr. Courtney. But in general you are dealing primarily now with 
development contracts and, therefore, stick pretty much to the cogt. 
plus-fixed-fee ? 

Mr. Arwoop. Yes, sir. 

Mr. Courtney. Now your reference to General Electric’s engine, 
the jet engine, you stated that that company was treated as an aggo. 
ciate contractor. That is the present system generally, is it not 
whereby the service purchases the powerplant ? ; 

Mr. Atwoop. Yes. 

Mr. Courtney. And the airframe manufacturer builds around it, 
if you please, or vice versa. So there is no profit so far as North 
American is concerned, contemplated with reference to the propul- 
sion ? 

Mr. Atwoop. That is right. 

Mr. Courtney. Now, a question on page 44. You spoke of the 
training command and other military commands, participating in the 
evaluation and contracting and other matters with relation to the 
production of any one of your models. 

To what extent is that participation and how does it affect you! 
This being something other than manufacturing and production, 
where does this military command fit into such an evaluation ? 

Mr. Atwoop. Well, we are dealing with the Air Force here, in 
particular, although the other services have parallel arrangements. 

The Air Force is organized on a functional basis, wherein research 
and development is one functional responsibility, and procurement 
is another, and supply and training another. 

Consequently, each of these elements or representatives of the Air 
Force view the work at hand or the problem at hand. The Weapon 
System Project Office—WSPO we call it for short—usually arran 
these meetings, participations, reviews, analyses, and approvals that 
must be made through the proper echelon of the Air Force structure. 

Is that your question ? 

Mr. Courtney. Well, I am trying to determine whether or not their 
intervention or their function goes beyond a statement of operational 
requirements or experience with a particular design. 

Mr. Atwoop. Yes. Each element of these designs must conform to 
the standards that might be established by the various organizations, 
let’s say. Maintenance people are greatly interested in the facilities 
and the features which affect maintenance. 

Of course, the design of any vehicle or weapon is a compromise, 
So this is worked out in conference, as to whether the maintenance fea- 
tures are satisfactory or whether improvements in these features 
would add too much weight or cost, or limit the performance of the 
vehicle. 

Mr. Courtney. Well, where would the decision of a military com- 
mand come in? On your chart yesterday you showed a typical design 
selection. You started out with the operational requirement. Is that 
where the military command comes in, or does it have functions later 
in the performance of the contractor ? 

Mr. Atwoop. It has functions from the beginning to the end. 

Mr. Courtney. From the beginning to the end? 

Mr. Atwoop. Oh, yes, sir. 

we Courtney. This carries on right through the military com- 
mand ? 
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Mr. Arwoop. I am talking about technical functions. 

Mr. Courtney. Yes, sir. 

Mr. Atwoop. As well as others, yes, sir. 

Mr. Gavin. May I ask a question at that point, Mr. Chairman? 

Mr. Hésert. Yes. 

Mr. Gavin. You have confidence and faith in the ability of the 

ople that are making these recommendations or suggestions to 
follow their recommendations or suggestions, or do you contest them 
occasionally ? ; 

Mr. Arwoop. Of course we have the greatest faith in their motives 
and their abilities. We naturally have to explain our design work. 
It has to be approved. We can’t proceed without some form of 
approval. ; ' ' , 

r. Gavin. Yes; but supposing you disagree with them in the final 
analysis. Would you acquiesce rather than conduct an argument with 
them ? 

Mr. Atwoop. On a technical matter, Mr. Gavin? 

Mr. Gavin. Yes. 

Mr. Atwoop. Of course, we feel an obligation to advance what we 
feel is good technology, a good technical solution. And I believe 
that this would be—I don’t think of any case right now, but let me 
say that we had a real honest difference of opinion on a technical 
factor and felt very strongly about it. I think we could, with the 
approval of everyone in the Air Force, take it up to General LeMay 
or General White, if necessary. 

We haven’t done this, but it is certainly within the bounds of reason 
to assume that they would expect us to, if we have an honest con- 
viction. 

Mr. Courrnry. Coming now to the list of subcontractors on page 
46, and also page 47 and page 48, which you selected as typical of 
the method of subcontracting and competition in subcontracting. 

I observe that four by my count, or only four of the number that 
are identified here, are engaged in commercial business. I am mak- 
ing the assumption on that. I notice Sundstrand Machine Tool is 
inhere. I.B.M., at least one division of it. And the telephone com- 
pany. And one other. 

Mr. Arwoop. Sperry Rand. 

Mr. Courrney. Sperry Rand, yes. That is the one I had in mind, 
and there is Pneumatic Industries. 

Mr. Atwoop. Yes. 

Mr. Courrnry. That is 5. 

Mr. Arwoop. Yes. 

Mr. Courrney. Now would you say that this would be typical of 
the range of competition, or do you suggest it as typical of the range 
of competitors in the subcontracting which you may be expected to 
do in the development of any one of these weapons systems. 

Mr. Arwoop. Of course, this list doesn’t include many great com- 
panies in this country that we might very well deal with. But I would 
say the class of company is typical, yes, sir. 

Mr. Courtney. So that the competitors are pretty much people who 
are exclusively in the business of military supply. 

Mr. Atwoop. Either as a full company job or through divisions de- 
voted pretty largely to this. 

Mr. Courtney. Yes, devoted exclusively to that. 
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Mr. Atrwoop. Yes. 

Mr. Courtney. Now turning to the last page, page 54, concerning 
the supervision which you exercise and the information which you 
gather from subcontractors. 

Now with respect to the subcontractor’s invoices of material, for ex- 
ample, and other billings which are submitted in the negotiation, are 
you authorized under your contract with the sub to question those 
prices or demand support for thep rices? 

Mr. Arwoop. Yes, as you pointed out, most of these people have 
established business relationships with the Government and in nearl 
every case their costs that they experience are a factor in our award- 
ing of the contract. We examine these costs, that is overhead costs 
and labor costs, beforehand. 

Then there is usually a Government contracting officer and auditing 
establishment at the supplier’s firm. It is our intention in every case 
where this exists to utilize—it is our intention to rely upon the audits 
that the Government normally makes, or rather, to assume that the 
internal financial structure of the company complies with the require- 
ments of Government audit and, therefore, is reliable. 

Mr. Courtney. Dealing specifically, Mr. Atwood, with matters that 
have come before the committee in which invoices and billings of the 
subcontractor have been brought to the negotiating table, at least that 
is the description that was given the committee. The Government 
might have certain rights as the Government, but would your com- 

any as a contractor, have the right to go back and question or exam- 
ine into these invoices and billings? This is the precise question: 
How far does your authority extend ? 

Mr. Atrwoop. Let me examine our contractual arrangements before 
T answer that, may I, Mr. Courtney / 

Mr. Courtney. Yes. 

Mr. Atwoop. Just how far? 

Mr. Courtney. How far you are authorized contractually or by reg- 
ulations of any kind to go into material costs we will say, or billings. 

Those are the questions—I have one further question, I think. 

I think the only question you haven’t answered here, about the num- 
ber of people who are participating in this program, which you esti- 
mated to be 60,000 for subcontractors, would be what is the population 
at North American ? 

Mr. Atrwoop. I don’t have that estimate with me, either. 

Mr. Courtney. Well, if you will supply it at a later time. 

Mr. Arwoop. All right. 

Mr. Courtney. Those are the only questions I have, Mr. Chairman. 

Mr. Hépsert. Go ahead, Mr. Gavin. 

Mr. Gavin. Yes. 

Mr. Atwood, yesterday you said up to 1955 the Government had 
investigated or arranged for North American Aviation some $93 mil- 
lion in land, buildings, machine tools, equipment, and so forth. 

Mr. Atwoop. Yes, sir. 

Mr. Gavin. Could you give us a figure of how much we have gotten 
as of today ? 

Mr. Atwoop. Yes, Mr. Gavin. I had intended to clear up the record 
on this at an appropriate point, because it didn’t seem to be suitable to 
go on with it yesterday in view of the turn that the questions took. 

But I have this material and I will do it now, if that is appropriate. 
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Mr. Hépert. Please do. 

Mr. Arwoop. Since the August 31 date of 1955 the following addi- 
tions have been made to the account of Government property that we 
utilize. This includes—well, I will give you the same three categories 
I gave before. 

or land, buildings, building installations, etc., the additional figure 
is $33,369,000. 

For machinery, purchased machinery, $27,860,000. 

Mr. Gavin. Wait a minute, $33 million—what is that? 

Mr. Arwoop. Buildings and building installations, $33 million; then 
the purchased machinery is $27,860,000. 

Then the Government reserve equipment, which was drawn from 
stockpiles, $26,052,000. 

A total additional amount of $87,281,000. 

Now, that makes a grand total, including our Columbus plant, our 
rocket installations, and all Government equipment we utilize, to the 
best of your knowledge, to be valued as follows: 

Buildings, building installations, etc., the total is $71,059,000. 

Purchased machinery and equipment, $70,353,000. 

Government reserve machinery and equipment, $38,995,000. 

For a grand total of $180,408,000. 

I have some subcategories for clarification. Of this total, $43,499,- 
000 is utilized for large rocket engine development, $16,060,000 was 
applied to the Navaho program in past years; $14,759,000 was for 
additional facilities at the Columbus, Ohio, plant, which is owned by 
the Navy, of course. 

And during the same period, that is since August 31, 1955, North 
American expended $71,689,000 for property. 

And during this fiscal year we are In, we are committing $30 million 
more for facilities, in company money. 

Mr. Gavin. May I ask you what, if anything, are you paying in the 
way—which would enter into the cost of the product eventually, any- 
way? But are you paying any rent at all on any of the buildings or 
on the equipment or machine tools, or what not, that the Government 
has paid for, in the amount of $180 million into this corporation ? 
What are you paying, just approximately—unless you can break it 
down / 

Mr. Arwoop. Mr. Gavin, we are not paying, with respect to any 
Government contract, any rental payments whatsoever. 

Mr. Gavin. Well, supposing you use the buildings or machine tool 
equipment for commercial purposes within the North American Avia- 
tion, Inc., what do you pay, then? 

Mr. Arwoop. Yes, we have an arrangement with the Government 
to pay rental when we use it, when we use any of the facilities for com- 
mercial work. 

We are doing a little of that. 

Mr. Gavin. How do you base your payments? 

Mr. Atrwoop. May I get that information for you? 

Mr. Gavin. Yes. 

Mr. Arwoop. All right. 

Mr. Gavin. Now, in arriving at you costs, say on these two particu- 
lar jobs here, the B-70 and F-108, are we going to put up any more 
buildings, or are your facilities adequate to proceed with these two 
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programs without any more investment on the part of the Govern- 
ment in buildings or machine tool equipment ? 

Mr. Arwoop. I don’t think the Government is going to put up any 
buildings, although some facilities are going to be made available for 
our use. The principal one is the large Air Force installation at 
Palmdale. 

Mr. Gavin. At where? 

Mr. Arwoop. Palmdale, Calif. This is going to be transferred to 
our use over a period of time, so that some assembly and flight test 
work can be done up there. It is in the desert where much time and 
money is saved in flight testing because of the weather. 

The Government will undoubtedly supply some additional facili- 
ties to us on these programs. I think it will be primarily in the form 
of machinery. We expect this, yes. : 

Mr. Gavin. Have you any idea of the estimated cost of that? 

Mr. Arwoop. I don’t have it with me. We have some estimates, If 
it is desired information, I will try to get it for you. 

Mr. Gavin. In determining the cost to the Government of any of 
these particular weapons, how do you arrive at your cost with the 
Government’s investment in there? What consideration is given to 
what the Government has invested in there, in arriving at your costs? 
How do you determine it ? 

Mr. Arwoop. Well, the fact that we don’t have any rental or de- 
preciation charges to incorporate naturally is considered when costs 
are made up and when accounts are rendered. So it just doesn’t ap- 
pear as a cost. 

Mr. Gavin. Well, you don’t assume any part of that, then, in de- 
termining your costs—rental or depreciation of Government build- 
ings or equipment, in arriving at your costs? 

Mr. Arwoop. No. 

Mr. Héserr. Mr. Winstead ? 

Mr. Wrysreap. No questions. 

Mr. Héserr. Mr. Price? 

Mr. Price. No questions. 

Mr. Heéserr. Mr. Hardy? 

Mr. Harpy. Thank you, Mr. Chairman. 

Mr. Atwood, pursuing a little further Mr. Gavin’s questions. 

Mr. Atwoop. Yes, sir. 

Mr. Harpy. At some time, presumably, you will work out an in- 
centive contract. 

Mr. Atrwoop. Oh, yes. We expect, if these aircraft are put into pro- 
duction, consecutive production, that the form of contract will change. 
We expect two types of changes, which I should tell you about. 

When we have passed the developmental phase, we will not expect 
to have these suppliers I mentioned as subcontractors. It is generally 
intended that the Government will switch the contracts to direct pro- 
curement, once we have integrated and completely developed these 
equipments—such as the bombing-navigation system that I mentioned, 
and others. 

At that point, when development is completed satisfactorily, it is 
expected that these will become direct Government contracts and the 
material be supplied to us in the form finally developed. 
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Next, in the work we actually do, when the costs can be reasonably 
determined, we expect there will be a fixed price sliding scale incentive 
contract for these production articles. 

Mr. Harpy. That is when the cost can be reasonably determined 
based upon your development costs experienced during the period 
of development ? 

Mr. Atwoop. Actually, this is not the right index, Mr. Hardy. 

Mr. Harpy. I don’t think it is. But it is what is usually used; isn’t 
it? i 

Mr. Arwoop. The development costs have to do with engineering 
and test and nonrepetitive types of endeavor. We will then relate the 
costs of the production aircraft to the costs of materials and factory 
labor primarily, which are repetitive. The developmental costs are not 
considered as any basis for the production costs. 

Mr. Harpy. Yes, but your labor and your other direct costs that go 
into your production competitions are based on the woe periods of 
production after your development has been completed; isn’t that 
correct A 

Mr. Arwoop. Yes. We expect to experience continuous reductions 
in cost as consecutive aircraft or missiles are produced. That is stand- 
ard practice. 

Mr. Harpy. Well, the thing that I was leading up to is this: Nor- 
mally when you negotiate a fixed price incentive type contract, after 
you have begun production—that is usually after you reached a cre- 
tain period in the production ? 

(Mr. Atwood nods. ) 

Mr. Harpy. Your computation or your negotiation with respect to 
the amount permitted for manufacturing profit is based on your cost 
price or your sales price; isn’t that right ? 

Mr. Arwoop. Yes, sir; generally. 

Mr. Harpy. And your product is produced in a plant which is owned 
approximately two-thirds by the Government and in which you have 
no capital investment ? 

Mr. Arwoop. This is frequently the case. 

Mr. Harpy. Well, that will be the case in your situation; won’t it? 

Mr. Arwoop. I want to give you an accurate estimate. I think in 
connection with the aircraft production we have a much higher 
proportion of the facility. In the rocket engine work we have a much 
smaller part of the facility. But at any rate, let us assume that your 
point is that a considerable amount of the machinery will be Govern- 
ment property, and that is true. 

Mr. Harpy. I am thinking back to the hearings we had previously 
where there was considerable argument about the so-called low return 
based on your sales price, and I am just pointing out if we use the 
figures that you gave us a few moments ago—you added up 
$180,400,000 of Government investment in the plant that you are now 
using or in the various plants you are now using, against, I believe 
you said, $71 million of your own investment, plus $30 million that 
you plan to invest—did I get my figures right ? 

Mr. Arwoop. You did. If I could make the comparison—I com- 
ag the $71 million we had invested to the $87 million which had 

en invested during the same period of time. 
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Mr. Harpy. I think you gave us a figure the other day of a total of 
$93 million investment your company. 

Mr. Atwoop. No, sir. 

Mr. Harpy. Wasn’t that the figure ? 

Mr. Atwoop. No, sir. Ninety-three million dollars had been the 
amount that was invested by the Government or at least allocated to 
us by the Government as of August 31, 1955. 

I used that figure because I did use it 3 years ago in hearings in 
this room. 

Mr. Gavin. And in the last 4 years you have up another $87 million? 

Mr. Arwoop. That is correct. 

Mr. Gavin. Almost double in the 4-year period. 

Mr. Arwoop. That is right, Mr. Gavin. 

Mr. Harpy. What I wanted, it seems to me, is this: Two-thirds of 
the capital investment for this particular contract is investment which 
the taxpayers have made. 

Mr. rabebs I don’t know what it will be, sir. 

Mr. Harpy. Well, I am just getting the best arithmetic I can ona 
quick basis from the figures you have given. 

Now, you made reference to a $16 million Government item which 
you said had been primarily for the Navajo in past years. 

Mr. Arwoop. Yes. 

Mr. Harpy. Now, is that being used now on this current contract 
we are talking about ? 

Mr. Atrwoop. It may be used somewhat. 

Mr. Harpy. Is it not being used at all now? 

Mr. Atwoop. Yes, it is being used. I think those facilities are 
largely devoted to the production of the GAM-77, the new missile we 
are building. 

Mr. Harpy. That is a different Government contract ? 

Mr. Arwoop. Yes, sir; but it is still a Government contract, of 
course. 

Mr. Harpy. Now, you made reference to expected use of some Air 
Force facilities at Palmdale. 

Mr. Atwoop. Yes, sir. 

Mr. Harpy. Have you made any determination as to the additional 
expenditures which will have to be made in order to put these facili- 
ties in the condition which you will require ? 

Mr. Arwoov. I will try to get that estimate in connection with the 
other request for our estimates of future Government facilities, I 
will try to get that, Mr. Hardy. 

Mr. Harpy. Do you know whether the Air Force contemplates the 
necessity for constructing any additional buildings or for acquiring 
any additional real estate in order to accommodate this contract ? 

Mr. Atwoop. Well, I don’t think so. I think the real estate problem 
is not coming in. I cannot be sure whether additional structures will 
be involved at Palmdale or not. I may be able to find this out. There 
are structures there already. 

Mr. Harpy. I want to turn attention for a moment—— 

Mr. Hésertr. May I interrupt there, Mr. Hardy? 

Mr. Harpy. Surely. 

Mr. Hesert. That was in line with the question asked you yester- 
day, Mr. Atwood, about acquisition of real estate. 

Mr. Arwoop. Yes. 
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Mr. Hézerr. Under this system would you be able to acquire the real 
estate and construct the building, within the realm of your contract, 
without approval ? 

Mr. Arwoop. And charge it to the contract? 

Mr. Héserr. Yes. 

Mr. Atwoop. Oh, no, not to a procurement contract. The only way 
we could construct the building would be to have a facilities contract, 
which would be separate. 

Mr. Gavin. With any branch of defense that you may be doing 
business with ? 

Mr. Atrwoop. Yes, sir. We could not apply Government money 
which was allocated to the building of a bomber to a building; no, 
sir. 

Mr. Harpy. You could to machinery ? 

Mr. Atwoop. No, sir. 

There are certain items of test equipment, such as electrical gear 
and that sort of thing, that would be eas to buy for the 
bomber production, but not machinery, as such; no, sir. 

Mr. Gavin. Whatever Department of Defense you may have a con- 
tract with—say you needed certain land and buildings. We will say 
they would run two million five, for sake of argument. 

(Mr. Atwood nods.) 

Mr. Gavin. Would that particular Department authorize you to 

roceed with the construction—acquisition of land and construction 
of the building? 

Mr. Arwoop. They have done so; yes, sir. 

Mr. Gavin. They have done so? 

Mr. Arwoop. Yes, sir; through a contract which specifies that the 
building to be built or the structure be erected; yes, sir. 

Mr. Gavin. In sizable amounts ? 

Mr. Arwoop. Oh, yes. This has been done in sizable amounts; yes, 
sir. 

Mr. Gavin. Could you give us an illustration of what in particu- 
lar—the largest one that you can recall ? 

Mr. Arwoop. I believe that some of the rocket test facilities up at 
our Santa Susana testing ground, which are in effect concrete and 
steel structures—I believe this has been our largest expenditure in 
this regard, where this wasn’t charged to the rocket engine contract 
but was rather charged to a special contract which stipulated that the 
rocket stands be built. 

Mr. Gavin. I am talking more about land acquisition than 
buildings ¢ 

Mr. Arwoop. We haven’t had in recent years any land acquisition 
for the Government. But we have constructed some buildings for 
the Government’s account. It was done in this way: We have deeded 
land to the Government—that is land that we had bought—for a con- 
sideration of a dollar, and plants have been built on that land. This 
is the only basis that I can remember in recent years. 

I don’t believe that we have had occasion to utilize land separately 
acquired by the Government and erected a building on it, in quite a 
long time. 

f course, that happened during the war. 

Mr. Gavrn. It is in connection with your general overall plant, I 

assume ¢ 
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Mr. Arwoop. Yes. 

Mr. Gavin. Ultimately, you may reach some agreement with the 
Government to take back the land and buildings, is that your idea? 

Mr. Arwoop. No, we have no option to reacquire. It was done 
because it seemed to be the quickest and most appropriate thing to do. 

Mr. Harpy. Mr. Chairman, may I continue? 

Mr. Hépert. Yes. 

Mr. Harpy. Mr. Atwood, I have been listening to this discussion 
of this contracting system that we have here and the arguments that 
have been made contending that it promotes a minimum cost, And 
on page 55 of your statement specific reference is made to that. It 
says you believe that the B-70 and F-108 weapons system develop- 
ment can be accomplished at minimum cost under the prime contract 
arrangement for the following reasons. 

But both of those reasons completely ignore the fundamental basis 
of the American free enterprise system which we generally expect to 
produce lower costs. 

Now, in you~ No. 1 reason there you point to a fast decisionmaking, 
but you compuetely leave out any question of incentive. I am not 
talking about intent now. I am talking about a system which is abso- 
lutely contrary to the free enterprise system insofar as it would pro- 
mote reduced costs on a competitive basis. 

Now, if you can find me one single real reason to tie this back to 
the system that this country has grown great on I shall appreciate it, 
But I haven’t seen one yet in these 2 days of testimony. 

Mr. Arwoop. We have the feeling—as I say, these are opinions 
and you point out that they are—that this is the most efficient method 
for coping with this problem. 

Mr. Gavin. At that point I want to compliment the gentleman, 
It certainly is a great improvement over the confusion we have had 
in the past. 

Mr. Arwoop. Thank you. 

Mr. Hésert. All right, continue. 

Mr. Arwoop. It is not at all uncommon, however, Mr. Hardy, for 
industrial firms to select architects and builders and give them a 
contract based on their skill and reputation. 

Mr. Harpy. That is true. 

Mr. Arwoop. And their design proposals. 

Mr. Harpy. And they don’t necessarily get the lowest price, either, 
when they do it. 

Mr. Arwoop. That is it. I think on the larger, more complicated 
structures, such as refineries and plants of this type, this is not at 
all uncommon. I believe I am right. 

Mr. Harpy. Yes. And sometimes I have come to the conclusion 
that big industry has lost any price consciousness because it can sell 
its products at whatever price it comes up with. 

Mr. Atwoop. I rather think that these things are related to the 
scope of the job and the kind of skills and management required, 
too, Mr. Hardy. 

Mr. Harpy. I recognize the necessity for skills and I appreciate 
the fact that industry has developed skills which Government certainly 
doesn’t have. But I don’t think that that gives us any excuse to run 
with the ball without providing some sort of control. Now, maybe 
this is the best we can do. But, if it is, we are doing a mighty poor 
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iob and we are seeing costs continually skyrocket. And under this 

ind of a system there isn’t any real procedure to hold it down. The 
only thing that you have is the integrity of the individual, and that— 
I don’t know why you would expect any more of that in industry 
than you find in Government. 

Would you care to comment on that? 

Mr. Arwoop. I pointed out yesterday that our continuity in this 
business and our ability to get new work depends in considerable 
measure on our reputation for economy and efficiency and secondly 
that the very projects themselves—their life depends in considerable 
measure On economic implementation. ‘These incentives are very 

werful to me. 

Now, it is quite difficult on a long-range project to have the sharp 
minute-to-minute competition you have in selling consumer items. 
We just can’t effect it. 

r. Harpy. I appreciate that. But I think the point that you have 
just made a moment ago about having to demonstrate economy and 
efliciency in the course of your production is an invalid point. I 
don’t think that it really means very much, because there isn’t any- 
thing to compare your performance with. Nobody else is doing this. 
There isn’t any comparison. You have had a freewheeling situation. 
That you may have exercised your best judgment—I am not raising 
the question of that. 

But you know yourself that the incentive which is applicable in the 
free enterprise system that made this country great is totally missing 
in this type of contract. 

Mr. Arwoop. This has eventuated in various ways. It used to be 
possible for the U.S. Government to have perhaps three or even four 
comparable aircraft in production. That would be fighter planes, 
say in the prewar period, and perhaps even afterward. 

ere you did have much better comparisions of one fighter cost 
with another, I agree. 

It has become too expensive and certainly out of reach of the Gov- 
ernment or any organization or any country to divide the F-108 
into two projects and have two firms develop the comparable ma- 
chines and then equate them against each other, because development 
costs would compound and production costs would be higher. 

I believe that this has come about just because we have had an eco- 
nomic situation develop and very little chance to have a parallel de- 
velopment. 

Mr. Harpy. I wish we could have something to check it against. 
We don’t have. And all in the world we are discussing here now is 
opinions. 

(Mr. Atwood nods.) 

Mr. Harpy. I have supported the idea that this type of production 
or a maximum of governmental procurement should be made from 
private industry because it seems to me that we have a lot of reasons 
for doing it. But when you get down to an incentive for producing 
efficiency and saving money, we have contended that Federal em- 
ployees didn’t have that incentive and now we come up with the 
situation where we are contracting with industry, which has no more 
of that incentive than the people in the Pentagon have. 

Mr. Arwoop. Mr. Hardy, we have a very competitive company and 
I am a competitive individual. I would like to see competition sharp- 








76 WEAPONS SYSTEM MANAGEMENT 

ened at every point. I would feel that this is a natural environment 
for me and my company, and it is sharp in many, many ways, as I 
have tried to explain. Ie i 

This particular element of competition, cost against cost of compar. 
able objects in this area and field, has disappeared for valid reasons— 
that is, not completely disappeared, but in general you don’t have two 
fighter plants of this category, two bomber planes, and so forth, or 
two missiles, either. 

Mr. Harpy. I appreciate that problem. I don’t profess to have the 
answer to that at the moment. But I am dictated by the conditions 
which make possible a pyramiding of costs through this same pro- 
cedure applicable to subcontractors. 

Now, the illustration which you used in making the award to Spe 
Gyroscope Co., and the illustration used in your presentation this 
morning: You know and I know that actually the thing that reached 
that final decision to give it to Sperry was a matter of salesmanship. 
I am not suggesting that they weren’t the best qualified. Maybe on | 
were. But they had to present their qualifications to you. The trut 
of the matter is that there may have been some other companies just 
as well qualified that didn’t present their story quite so effectively. 

Mr. Arwoop. Mr. Hardy, they presented designs, rather complete 
technical designs, which we felt we were in a position to grade. 

Mr. Harpy. You probably were. 

Mr. Atrwoop. Yes. 

Mr. Harpy. I am not suggesting that your decision was not a sound 
decision. 

Mr. Atrwoop. No, sir; but I wanted to make that point, too. 

Mr. Harpy. The point that I am making is that actually in this 
type of subcontracting procedure you don’t have any more real con- 
trol over assuring that there is incentive to lower costs than there is 
over the prime contract. which has been mapriater with you. Here 
you have gone and set up a series of cost-plus-fixed-fee contracts for 
all of these components, and the incentive to reduce costs is totally 
absent because you haven’t anything to compare it with when they 
get through. 

Mr. Arwoop. Well, I have certainly tried to present the facts and 
I cannot disagree with you 

Mr. Harpy. Lagree. And I compliment you for that. 

Mr. Arwoop. I don’t intend to disagree with your conclusion. I 
think the conclusion that we don’t have competition on this level for 
exactly comparable items at this time is certainly the case. 

Mr. Harpy. Well, the question that I would like to have somebody 
give us some help on is in view of the fact that we do not have com- 
petition and we do not have the incentive to produce here costs which 
we normally expect in American industry—can’t you come up with 
some sort of better control than we have, to try to keep these costs 
down a little bit better ? 

Mr. Arwoop. We have the design competition, which is exceedingly 
stringent, and we have attempted to use every device for minimizing 
costs. We are under the continuous supervision and pressure of 
Government personnel] to do exactly that. These are the facts of the 
matter, and this is the way it has to rest. 

Mr. Harpy. From the standpont of technical competence, you usu- 
ally would—I would expect that at least you have people that are 
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just as good if not better than the ones in the Government. So the 
pressure that you get from them might not be to significant. 

Mr. Arwoop. They are the same kind of people. The Government 

ple and our people are the same. We feel they are honorable, 
ardworking, and able. 

Mr. Harpy. Certainly. I am not suggesting anything to the con- 
trary. 

Mr Arwoop. But the price competition year after year on identical 
items is certainly missing in most cases—price competition. 

Mr. Harpy. Well, there isn’t anything to keep costs down: If a 
manufacturer or subcontractor was producing a commodity that he 
is going to have to sell on the open market in competition with some- 
body else all during his period of development, he is working on the 
most economical way he can to get that thing on the market and sell 
it at the lowest possible price. And in this kind of a situation, that 
element is totally missing because he has no incentive to do that. 

Thank you, Mr. Chairman. 

Mr. Héeerr. Did you have a question, Mr. Gavin? 

Mr. Gavin. Yes. On page 38, with reference again to the B-70 
and the F-108 programs, you say, “We are proposing a fee repre- 
senting 614 percent of the estimated cost.” And you just have been 
talking about you are proposing possibly an incentive program on 
production. 

Mr. Atwoop. After some aircraft are completed, Mr. Gavin. 

Mr. Gavin. I see. After you have gotten around to production. 

Mr. Arwoop. Yes. 

Mr. Gavin. But you think up until the time you actually are ready 
for production you should have some sort of a guaranteed 614 percent 
on the overall picture ? 

Mr. Arwoop. Yes, sir. 

Mr. Gavin. And then propose to the Government an incentive pro- 
gram for production; is that right? 

Mr. Atrwoop. Yes, sir. 

Mr. Gavin. You didn’t want this 614 percent—I thought that was 
a fairly good offer, if you could get an overall profit of 614 percent on 
your production, and why you were moving into the incentive feature. 

Mr. Arwoop. Well, in line with the comments that Mr. Hardy has 
made and the obvious intentions of the Government, certainly when 
an incentive contract can be entered into the incentive to reduce costs 
is rather direct, and while it still doesn’t compare with a like bomber, 
at least the contractor gains some increment of profit if he saves some 
money. 

Mr. Harpy. That element, of course, that incentive contract, I think 
does have some advantages and it is one approach to the thing. But 
it doesn’t do very much good when you start out with inflated figures 
that go into the development of your fixed price based on experience 
during the period of development. 

Mr. Atrwoop. I don’t know whether you have reviewed with the 
governmental people their point of view on this sort of thing. But as 
you well 

Mr. Harpy. Some of them are just as crazy as any of us. 

Mr. Arwoop. As you can well appreciate, we expect costs to con- 
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any form of production. There are certain standards that have been 
established through experience that represent good performance, good 
reduction in cost, and these are usually the standards of cost reduc- 
tion which are specified in an incentive contract. And you attempt 
to do better than established standards, of course, in order to earn an 
additional increment of profit. 

So while this is one of the facts of life, that in consecutive manu- 
facture of anything you expect to continuously reduce price, this is 
expected and, of course, your starting point has an influence on all 
subsequent costs. And this I wouldn’t deny. 

On the other hand, the expected reduction in cost is incorporated in 
the basic pricing structure. 

Mr. Harpy. All that is the best guess you can make, when you get 
into what you expect the reduction in cost to be. 

Mr. Arwoop. It is an estimate. 

Mr. Harpy. That is right. 

Mr. Gavin. May I ask Mr. Atwood: This weapons system which 
you have developed and which we have carefully followed in your 
explanation. 

Mr. Arwoop. Yes. 

Mr. Gavin. Has that given you an opportunity to move expediti- 
ously now that you have that system, over the system we formerly 
had with, say, the Department of the Air Force, when the Air Force 
was, in handling it, and you were trying to handle it? How much 
of a stepped up time do you think you have succeeded in reaching, 
from the old system that we heard during the airframe hearings and 
now what you have developed ? 

Mr. Arwoop. Yes. 

Mr. Gavin. This coordinated system. 

Mr. Arwoop. It is a difficult comparison or analogy to make, Mr. 
Gavin, in that it is somewhat difficult to visualize developing the 
B-70 with standard components from Government procurement 
sources. 

I think the whole design of the aircraft would be much different 
and the performance wouldn’t be as good. 

Now, you could conceive of having Government procurement per- 
sonnel channel each of the technical requests of our company through 
themselves and to the other contractor. 

Mr. Gavin. As you have illustrated here today on your various 
subcontracts. 

Mr. Arwoop. Yes, sir. It is conceivable this could be done. The 
Government procurement people don’t think it would be practical at 
this stage of technology. They really feel they have been forced into 
this kind of an arrangement, I believe. I guess I find myself in a 
position of having difficulty visualizing how this particular design 
and the subsystems that go with it could be handled without central 
supervision. Although as you undoubtedly know, the Air Force has 
a ballistic missile division which has been handling this function. | 

Mr. Gavin. In the past we haven’t had this central supervision 
that you are talking about, such as this coordinated technique in these 
weapons systems you have developed, to my knowledge. I can’t re- 
call. Do you recall any such technique as you have developed here! 

Mr. Atwoop. The problem of building an airplane has always 1n- 
volved some of this, of course. 
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The requirements for this type of management have been growing. 
As I pointed out yesterday, the B-25 specification required some 

equipments to be procured by the contractor, but a relatively small 
reentage. 

The F-86, coming later, and being more complicated, the facts of 
the circumstances required that a considerably higher percentage be 
procured by the airplane contractor, so that he could have the oppor- 
tunity of having the design appropriately fitted to the overall machine. 

This has just gone to a greater degree, and in fact it is almost 100 
percent as far as equipments are concerned, with the exception of the 
engine. 

it has been moving in that direction. So I don’t believe I can think 
of a case in the last 10 years where there was complete Government 
procurement of every item and then shipment in cars to the aircraft 
manufacturer. It has been a change and it has been growing. 

This is rather the stage we find ourselves in. 

Mr. Gavin. I was just trying to arrive at how much lead time you 
have saved since you developed this system, over the system that was 
previously used, in, say, any one of these planes. 

Mr. Arwoop. We think a lot. 

Mr. Gavin. Well, how much? A year or 2 years, or what? 

Mr. Atrwoop. Yes, sir; I think—well, I could feel there would be 
at least 2 years advantage. 

Mr. Gavin. Two years advantage ? 

Mr. Arwoop. Yes, sir. This is an opinion. I don’t base it on any 
statistics. 

Mr. Gavin. That is all right. 

Mr. Héserr. You can’t at this stage. 

Mr. Atrwoop. No, sir. 

Mr. Gavin. It is certainly a great improvement in this weapons 
system technique which has been developed over what we had. Say, 
for instance, on page 46 you referred to 24 companies. If the De- 
partment of the Air Force was handling each individual contract, 
and then trying to get them back to the prime contractor, the time that 
was lost in coordinating—certainly this technique is, Mr. Chairman, in 
my opinion a considerable improvement, if you have a lead time saved 
in the development plan. 

Mr. Hésert. Of course the system will develop. 

The thing that concerns me most about this proposal at this time 
is the history of these new ideas which evolutionize within the Depart- 
ment of Defense. They eventually turned out, it has been my obser- 
vation, not to be substitutes but to be added layers to the cake. 

I can recall back 19 years ago when the Pentagon Building was 
built. I was on the committee that approved it, within half an hour 
as a matter of fact. It was the old Public Buildings and Grounds 
Committee. It was presented to us that the Pentagon was going to 
take the place of all the buildings in Washington housing the mili- 
tary. And they built it. And they are still building other build- 
ings, and adding to the temporaries of World War II. So it did not 
substitute. 

Mr. Price. To take care of the overflow from the Pentagon. 

Mr. Héperr. To take care of the overtlow from the Pentagon they 


| are building new buildings. 
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Then comes along after World War I1—after World War II came 
the great cry for so-called unification in the country. They said they 
had made a great unified Department of Defense. What they got 
out of that: They created another service, another entity, and the De- 
fense Department, like Topsy, just popped and grew. They got 33 
secretaries over there now, when we envisioned one. 

Then recently, as we now only learned yesterday, brought out to 
public attention, the so-called Reorganization Act of the last session 
of Congress, in the missile field. They were going to coordinate this 
into one great production center. So we found yesterday that we 
got another production agency in the missile field. And now today, 
as you have so adequately and ably explained your system—which 
certainly has great merit, but then the question comes up again, what 
is going to happen to the people who have been trying to do this 
job in the past? They are just going to stay around. So we get 
another layer. No wonder costs are going up so high. 

Anyway, that is Government. 

Mr. Harpy. Let’s go. 

Mr. Hésert. Mr. Atwood, again thank you for your cooperation 
this morning. We will appreciate your return tomorrow morning 
at 10 o’clock. 

Mr. Courtney. Mr. Chairman, before we close the record today, 
Mr. Atwood has supplied the biography which was requested of 
him yesterday. May it be interpolated in the record ¢ 

Mr. Héserr. At the point of his original testimony, yes. 

The committee will stand in recess until tomorrow at 10 o’clock, 

(Whereupon, at 12: 15 p.m., the committee adjourned until Wednes- 
day, April 15, 1959, at 10 a.m.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, APRIL 15, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 


Washington, D.C. 


The subcommittee met at 10:15 a.m., Hon. F. Edward Hébert 
(chairman of the subcommittee) presiding. 

Mr. Héserr. The committee will be in order. 

Mr. Courtney ? 

Mr. Courtney. Mr. Chairman, on yesterday Mr. Atwood reserved 
the answers to several questions, and so that we may keep the record 
in proper order, he would like to give those answers now. Would you 
proceed, Mr. Atwood ? 

Mr. Heéperr. Proceed. 

Mr. Arwoop. Yes, sir. I might make a further suggestion, Mr. 
Chairman, that, after I clarify these particular questions, I would 
appreciate the opportunity to complete my statement before any 
additional discussion, if that is agreeable. 

Mr. Héserr. You would rather not be interrupted? That is all 
right. 

Mr. Arwoop. Thank you. 

Mr. Héserr. We prefer it that way, ourselves, but unfortunately 
the chairman is just a human being. 

Mr. Atwoop. To begin with, Mr. Courtney asked a question with 
respect to our authority to review the accounts of suppliers and sup- 
plying contractors. I have a memorandum on that from the prin- 
cipal purchasing executive of our company. I would like to read it 
and then hand it to the reporter for the record. 

All regular purchase orders issued in the interest of a Government 
contract contain the following audit clause : 


AUDIT 


Seller agrees that its books and records and its plant, or such parts thereof 
as may be engaged in the performance of this order, shall at all reasonable times 
be subject to inspection and audit by any authorized representative of the De- 
partment of the Government having cognizance over the prime contract referred 
to on the face of this order. 

All major subcontracts in connection with the B-70 and F-108 pro- 
rams contain substantially the same clause as the records clause 
rom ASPR regulations. This clause includes the right of the Gov- 

ernment to audit all of the major subcontracts under the weapon sys- 
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tem programs. Most of the system contractors would object to our 
making audit as we may be competitors on other programs. In 
almost every case there is a Government auditor located in their 
plant. This also applies to sub-subcontractors. The Government 
audit is available to the weapon system contractor for his negotiation 
with the lower tier contractor. é 

Each major subcontract also contains clause 28, subcontracts, as 
follows: 





28. SUBCONTRACTS 


A. Seller shall give advance notification to buyer of any proposed subcontract 
hereunder which is (i) on a cost or cost-plus-a-fixed-fee basis, or (ii) on a fixed- 
price basis exceeding in dollar amount $100,000. 

B. Without prior written consent of buyer or the contracting officer, seller 
shall not place any subcontract hereunder which (i) is on a cost or cost-plus-a- 
fixed-fee basis, or (ii) is on a fixed-price basis exceeding in dollar amount $100,- 
000, or (iii) involves research and development work or engineering services, 
or (iv) is on a time-and-material or purchased-time basis. The consent of buyer 
or the contracting officer obtained as required herein shall not be construed to 
constitute a determination as to the allowability of any cost under this purchase 
order and shall not be construed to relieve seller of any obligation under this 
purchase order or create any obligation of buyer to seller’s lower tier subcon- 
tractors under this purchase order. 

C. No subcontract placed under this purchase order shall be on a cost-plus-a- 
percentage-of-cost basis. 

D. Notwithstanding the advance notification required in paragraph A hereof, 
seller agrees to render to buyer a monthly report, listing all first-and second-tier 
subcontracts of the following types placed during the month and relating to this 
purchase order: (i) cost reimbursement, (ii) purchased time or time-and-mate- 
rial, (iii) subcontracts involving research and development work or engineering 
services, and (iv) all other subcontracts (a) having a value in excess of $100,000, 
or (6) placed on a price redetermination or price escalation basis. 

This report shall include for each such subcontract, the name of the supplier, 
a brief statement of the general scope of work contemplated thereunder, the 
estimated cost, and the form of contract. In addition, this monthly report will 
set forth the current status and progress of all previously placed subcontracts 
of the types listed in this paragraph D. Seller further agrees to furnish, upon 
request of buyer, a copy of all such subcontracts. 


Each major subcontract also includes clause 31, which reads as 


follows: 
31. Cost AND PROGRESS REPORTS 


Seller agrees to furnish periodic cost and progress reports in such form and 
detail, as required by buyer, to reflect clearly the status of work under this 
purchase order. 

The detailed cost report (form C-1) indicates the estimated labor 
hour forecast summary by month for the complete job. These are com- 
pared with the actual labor hours furnished monthly. We also re- 
quire the detailed cost report (form E), which requests an expendi- 
ture status and forecast report on a monthly basis, showing the current 
month expenditures, cumulative expenditures, net. outstanding com- 
mitment, estimated expenditures and commitments to complete, and 
the totals. This covers all elements of cost such as direct labor, fac- 
tory burden, off-site costs, material and subcontracting costs, general 
and administrative expense, et cetera. 

Mr. Héserr. Now, Mr. Atwood, in connection with that policy, 
which is a very complete statement, is the committee to understand 
that you can’t check any figures unless it is checked by the Govern- 
ment people? 
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Mr. Arwoop. We have access to many things in these plants, Mr. 
Chairman. But I believe that we have access to only specific parts 
of the work related to our order, and that usually books of record are 
generally applied across all work within a plant and for the com- 

titive reasons we outlined here, or perhaps reasons that would in- 
volve competitive factors, we do not try to gain access to all their 
books and records. 

Mr. Héserr. Not unless pertinent to the contract? 

Mr. Arwoop. Pertinent to the contract. And as this information 
may be required, the Government is the authorized audit agency. 

Mr. Hésert. Now, we are quite familiar with Government auditing. 
We don’t have too much confidence in it—at least I am speaking for 
myself. With reference last year to the General Motors contract, the 
Government people accepted the figures of General Motors without 
checking. 

Now, suppose you arrived at a situation like that, whereby you were 
negotiating the final contract and you merely accepted the figures of 
your sub. There is no way to check on it, then, unless you ask the 
Government to goin. We also find in this area, the Department of the 
Air Force, particularly, has refused the General Accounting Office 
access to certain figures and the General Accounting Office is the agent 
of the Congress. 

So in reality, this agreement means nothing unless you are allowed 
to check the figures, yourself. It is a pious statement, that is what 
it is. It is a statement of hope. But in the practical application, 
there is no check. You are responsible for the contract. 

Mr. Arwoop. I might say this. 

I see what you are getting at. Each of these firms we select has 
some consistent accounting method they follow and they employ cer- 
tified public accountants. Then, of course, the Government auditors 
don’t do all the work. They merely review for method and form. 

Mr. Héverr. Accept the figures ? 

Mr. Arwoop. And do not develop the figures, themselves. I don’t 
know whether they check them, each and every one. This I would 
doubt. It isa tremendously costly job. We think we get good figures 
through the normal business process. 

Mr. Héserr. I don’t think anybody would dispute that General 
Motors has a very fine accounting system, a very excellent accounting 
system. Yet it turned up before this committee that there were a 
couple of million dollars in favor of General Motors. If the Govern- 
ment had checked, they would have learned about it right away. In- 
stead of that, there was quite a controversy. The matter had finally 
to be submitted to the Department of Justice, and because of the 
insistence of this committee, General Motors finally came up and 
turned $9 million back to the Government. 

Mr. Atwoop. Well, now, I would feel very badly if we ran into any- 
thing like this. 

We will try our best to preclude such errors and will do everything 
we possibly can within the scope of reasonable expenditure. This is 
about all I can tell you, Mr. Chairman. 

Mr. Héserr. I know that. That is what we are talking about. 
Here you have the authority and the responsibility of administering 
a contract. 
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Mr. Atwoop. Yes, sir. 

Mr. He&sert. Your own testimony indicates that you are the author- 
ity and the responsible firm or individual for the administration of 
this contract at the lowest cost to the Government. A 

Mr. Atwoop. Yes, sir. t 

Mr. Héserr. Yet you do not have the authority to check the figures , 
to find out whether you are getting the lowest cost. How can you be 
held responsible for something when you don’t have the tools to dis- in 
charge that responsibility ¢ as 

Mr. Arwoop. I believe that the figures presented through a com- 
pany’s financial department which are audited by their own auditors C 
and generally approved by the Government are reliable figures. I ti 
don’t know what the General Motors case referred to. 

Mr. Héserr. I would have believed that before I heard what hap- to 
pened in the General Motors case. Now I am suspicious of everybody, 

Mr. Arwoop. I am not familiar with that case, sir, and I can’t com- 





ment on that. we 

Mr. Héeerr. I know you are not. It would be well for you to find ‘" 
out what happened in that case. c 

Mr. Harpy. Mr. Chairman. 

I don’t know. I can understand this problem of permitting the th 
prime contractor to examine books where there is a competitive ele- I 
ment. But on the other hand, I don’t know how we can hope to get | 4, 
any reasonable prices through this procedure. pe 

Now, Mr. Atwood, you have suggested that these other companies 
have reliable accounting systems, and you are accepting their repre- | 
sentations plus the fact that the Air Force has authority to check? res 

Mr. Arwoop. Yes. mi 

Mr. Harpy. But you don’t actually make any finding at all, do you, ’ 
with respect to the reasonableness of those charges ¢ one 

Mr. Arwoop. We certainly apply our best judgment on all esti- 
mates. 

Mr. Harpy. If you ran your business on the basis of estimates, th 
you would go broke and you know it. 

Mr. Atwoop. I only have pointed out here, repeatedly, that forward sul 
pricing is based on estimates, and this is true in every business. ] 

With respect to books of records, we expect them to be accurate. cer 

Mr. Harpy. Yes, but you don’t have access to them. ] 

Mr. Arwoop. Not all. It would be exceedingly expensive and ] 
burdensome to actually have someone checking each entry in some- ere 
one’s books, even if they would permit it. ) 

Mr. Harpy. I don’t think that a postaudit ordinarily goes quite that wo 
far. } 

Mr. Atrwoop. No, sir. or. 

Mr. Harpy. Do you know whether General Accounting Office has anc 
auditors keeping currently informed on costs in these contracts? } 

Mr. Atwoop. From time to time the General Accounting Office | At) 
sends people to our plants and they make studies and reviews; yes, she 
sir. act 

Mr. Harpy. Does your contract, and do the contracts of the sub- isn’ 
contractors, your contracts with the subcontractors, contain a pro- h 
vision which permits, or does this provision which you read a while tra 
ago permit ready access by the General Accounting Office to all books | =) 


and records? 
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Mr. Arwoop, I assume that it does. It doesn’t say the General 
Accounting Office here. 

Mr. Harpy. My recollection is that the Armed Forces Procurement 
Act has a provision which requires such a provision in every con- 
tract. : 

Mr. Courtney. That is right. 

Mr. Atwoop. I assume that is the case, Mr. Hardy. I know it is 
in the case of our records and I think it is with respect to any Govern- 
ment contract or subcontract. 

Mr. Harpy. Considering the magnitude of these contracts, Mr. 
Chairman, I suggest that maybe we had better provide some addi- 
tional funds for the General Accounting Office to keep somebody 
working on these things all the time. Otherwise, they are going 
to get completely out of hand. 

he prime contractor doesn’t have the tools with which to do a 
job to assure that he is getting reasonable prices. 

If there is any incentive within the procedure toward price ad- 
justment, it would be toward an upward adjustment, rather than 
toward promoting reasonable prices. 

Mr. Arwoop. Mr. Hardy, in my opinion, for whatever it is worth, 
the General Accounting Office has discovered errors from time to time. 
I think they are the exception, rather than the rule, in records of 
account, however, and certainly any errors should be turned up, if 
possible. 

Mr. Harpy. Just one other question, Mr. Chairman. 

Mr. Atwood, in your reference to the inclusion of provisions with 
respect to inspecting books of subcontractors, you used the term “all 
major subcontracts.” Will you give us a definition of major? 

Mr. Arwoop. This is a little bit difficult perhaps. In my mind it 
means all of these subcontractors who have a major subsystem. 

Mr. Harpy. What does major mean when you use it, again / 

Mr. Arwoop. In my term of reference it has to do with the systems 
that I mentioned in my testimony yesterday. 

Mr. Harpy. Would you put a dollar value to determine whether a 
subcontractor is a major subcontractor ¢ 

Mr. Arwoop. In a program of this magnitude, I would think that 
certainly it would be a million dollars. 

Mr. Harpy. I would think a million dollars would be a major one. 

Mr. Arwoop. It is a major one. I am talking of the term of ref- 
erence for the whole program. 

Mr. Harpy. Would it be safe to say, then, that one for $900,000 
would not be a major one ? 

Mr. Arwoop. It might not be if it involved the supply of aluminum 
or bolts, rivets, or screws. The repetitive orders, too. You buy now 
and you buy some more and you buy some more. 

Mr. Harpy. Mr. Chairman, I suggest that the testimony of Mr. 
Atwood with respect to what contracts contain this provision doesn’t 
shed very much light, insofar as I am concerned at least, on what 
actually happens when we talk about major subcontracts; and there 
isn’t any criteria to establish what a major subcontract is. 

Mr. Arwoop. We have reference to actions that a major subcon- 
tractor must take with respect to his suppliers. 

Mr. Harpy. Yes, but what is a major subcontractor ? 
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Mr. Arwoop. Well, let’s say, then, that it is anybody that we place 
acontract with in the first tier. 

Mr. Harpy. Is hea major subcontractor ? 

Mr. Arwoop. According to our procedures, this would be a major 
subcontractor, yes, sir. 

Mr. Harpy. How do you know whether it is a major subcontractor? 
Somebody might decide he is not and leave those provisions out, 

Mr. Arwoop. We have regular purchase order forms which embody 
all statutory requirements and I believe that anything we buy incor. 
porates these requirements for Government audit. : 

Mr. Harpy. Could you tell us from a dollar standpoint how many 
of your subcontractors have those provisions and how many of them 
do not? 

Mr. Arwoop. Well, I believe that every purchase order we issue, 
whether it is in the form of a contract for special engineering and 
testing that I have described or whether it is merely a purchase order 
to deliver any item of supply, will have in it a requirement that the 
books of record be available to the Government auditors. 

Mr. Harpy. What are the criteria that determine what those pur- 
chase orders cover ? 

Mr. Arwoop. They cover the price, they cover the delivery, and then 
they have quite a number of references to laws and regulations incor- 
porated on them. 

As you know, there are many laws affecting Government procure- 
ment, and these are all incorporated by reference in the purchase or- 
ders. While I don’t have the purchase order form here with me— 
and I hadn’t anticipated questions on this subject—I am certain and 
‘an determine for you later, that these do require the provision for 
Government audit. 

Mr. Harpy. The thing that provoked this line of questions, Mr. 
Atwood, is your use of the word “major subcontractors.” 

Mr. Atwoop. Yes, sir, I did use it. 

Mr. Harpy. And I would like to know what a major subcontract is 
and what subcontracts are not major and don’t have these provisions. 

Mr. Arwoop. All right. I don’t know that I can clarify this. But 
suppose we say—in my uniformed state on that detail—that a major 
subcontract would involve some engineering and development work, 
some design. In this case we refer to special specifications and special 
requirements, which I have outlined before, requiring the engineering 
to tailor the product to our particular requirements. 

This we usually handle by a contract which sets forth these serv- 
ices in some detail, and adds provisions such as I read here today. 

Now, any buying we do—let’s say that everything else is done on 
our standard purchase order. It, too, requires that all legal respon- 
sibilities be met, and that the Government have access to the books 
for audit purposes. I am sure this is the case. 

Mr. Harpy. Well, then, do you mean that all subcontracts that are 
placed other than on your regular purchase order forms do contain 
those provisions ? 

Mr. Atwoop. Yes, sir, Iam sure that is right. 

Mr. Harpy. Now, I am beginning to understand. But all subs that 
are on special] contract, and represent procurements other than on your 
regular purchase order forms, all contain these provisions we have 
been talking about ? 
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Mr. Arwoop. Contain these provisions. 

Mr. Harpy. That does it. Thank you. 

Mr. Hésertr. Any questions, Mr. Hess? 

Mr. Hess. No. 

Mr. Heésertr. Mr. Price? 

Mr. Price. No. 

Mr. Courtney. I have a question, Mr. Chairman. 

Now to sum up this question: As North American, the prime con- 
tractor in this management arrangement, goes to the negotiating table 
and sits opposite its first tier of contractors, you are required to exer- 
cise persuasion, if anything, in the case you question the prices that 
are proposed or the cost breakdown proposed by your subcontractor ? 

Mr. Atrwoop. Yes, we do. 

Mr. Courtney. So you must rely and do rely, then, at this point 
solely on representations, isn’t that right? 

Mr. Arwoop. Analysis and cost projections, certainly. 

Mr. Courrney. But you may only work over the figures that are 
presented to you by your subcontractor ? 

Mr. Arwoop. Unless they have cost records on similar equipments 
which they can offer or even parts of the equipment which they have 
been producing. If they haven’t been producing any of it, Mr. Court- 
ney, they would not have a record. 

Mr. Courrney. Then you have only two things. You have the 
representation that is made in the cost breakdown which you receive, 
and the only opportunity you would have to question those figures, 
other than to analyze them, would be in the situation in which you 
had had a comparison in pricing or performance on another similar 
contract ¢ 

Mr. Arwoop. Yes. 

Mr. Courtney. This could be a matter of discussion ? 

Mr. Arwoop. Yes, sir. 

Mr. Courrnry. But so far as you, North American, are concerned, 
if there is, in fact, a misrepresentation, innocent or not, the Govern- 
ment is the only one that can go behind the representations that are 
made to you as the prime contractor and actually examine the books 
and records of the company, isn’t that right ? 

Mr. Atrwoop. Yes, sir. 

I might put it this way. If in their estimates they state that, “We 
are currently building X, Y, Z component of this subsystem and our 
cost is this,” we have to accept their accounts for it or ask for the 
Government audit to check to be sure. 

Mr. Courtney. That is right. 

Mr. Arwoop, That is what we do if we have any doubt. 

Mr. Courtney. That is right. 

Mr. Arwoop. Yes. 

Mr. Courrney. But so far as your right to do it is concerned, 
you are bound by representations made to you at the negotiating table? 

Mr. Arwoop. Yes. 

Mr. Courrnry. Whether it be material, labor, or other cost? 

Mr. Arwoop. In determining the estimate and the fixed fee, this 
is true. 

Mr. Courrney. Yes. 

Mr. Arwoop. As far as reimbursement is concerned, this will 
depend on subsequent billings and expenditures. 
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Mr. Courrney. But, again, on the representations of the subcon- 
tractor ? 

Mr. Arwoop. Yes. They will present those in the same form that 
the Government would require. 

Mr. Courtney. That is right. 

Mr. Arwoop. Yes, sir. 

Mr. Courtney. That was the question I had with reference to 
that. 

Does that arrangement go down through the various tiers of con- 
tracting ? 

Mr. Arwoop. Yes. Our specifications here require this. Wherever 
research or engineering or development work is required or where 
the purchase is in excess of $100,000, all these reports have to be 
filed. But any purchase requires the permission or the agreement 
that the Government may audit the books. 

Mr. Courtney. All right. 

Now, does the Government participate with your company in any 
way in the negotiations with your subcontractors? Does the Gov- 
ernment representation go to the negotiating table when you are 
making a final determination on the subcontract ? 

Mr. Atwoop. No, not at the present time. The Air Force and 
the Navy are putting themselves in the position of review and ap- 
proval. I don’t know whether or not in their review they will call 
in the supplier. They certainly have the right to. I just can’t tell 
what is done. 

Mr. Courrney. My question is directed to the present practice so 
far as North American is concerned. 

Then you conclude your negotiations when you are at the negotiat- 
ing table with your subcontractor over any of these major subsystems? 

Mr. Atwoop. Yes. 

Mr. Courtney. Your company alone represents the purchaser, 
which is in this case the Air Force or Navy? 

Mr. Atrwoop. We do the negotiating, yes, sir. 

Mr. Courtney. That is right. Without benefit of any Govern- 
ment participation. 

Mr. Arwoop. Except for a backup on review, such as audit, review, 
and approval. 

Mr. Courtney. Later, then, the subcontracts can be reviewed, but 
are not necessarily. 

Mr. Arwoop. All purchase orders, even, in excess of $25,000, must 
bear the approval of a contracting officer. He doesn’t sit in on the 
negotiation of the price, ordinarily. 

Mr. Courtney. Well, that was my question. 

Mr. Atrwoop. Yes. 

Mr. Courtney. One, where the responsibility was; and two, what 
tools you had to exercise that responsibility. 

That is all, Mr. Chairman. 

Mr. Harpy. May I ask a question on that ? 

If the contracting officer doesn’t participate in the negotiation of 
the price, on what basis does he approve ¢ 

Mr. Atwoop. Well, first he would need to know that the material 
was required, through some knowledge of his own and familiarity 
with the project. He would need to feel that it was within the 
normal price range for such materials. He might ask certain ques- 


ti 


ev 








l- 


ul 


y 
\e 


WEAPONS SYSTEM MANAGEMENT 89 


tions with respect to how many bids were taken with respect to the 
supply of various items. He can do anything he wants, actually. 

In the interest of administrative actions, I think he takes what- 
ever precautions he considers reasonable. 

Mr. Harpy. Don’t you think it would be a little difficult for that 
approval to be very meaningful if the individual is doing it simply 
on the basis of what your negotiators tell him ¢ 

Mr. Arwoop. In handling this kind of work we put ourselves in the 

ition of ne the prices, this is very true. I don’t want to 
appear to fall back on Government approval as the excuse for any of 
our actions. I wouldn’t want to leave you with that impression at all. 

I am pointing out the review that the Government takes. And it 
varies in different cases. In some cases it is exceedingly minute, that 
is in minute detail. In others, I am sure it is quite routine. 

So I don’t want to fall back on Government approval as any justi- 
fication for the prices we have arrived at. 

Mr. Harpy. I am not thinking about that, Mr. Atwood. I am 
thinking now about the point that the chairman has made several 
times. Here you have Government employees who are approving all 
of your procurements in excess of $25,000; was that what it was? 

Mr. Arwoop. Yes, sir. 

Mr. Harpy. In excess of $25,000, when they do not sit in on the 
negotiation of the price. They don’t know the basis of the price except 
what your negotiators tell them. I am having a little trouble under- 
standing why there is any point in them at all, if that is the basis on 
which they make their approval. Their approval in a great many 
cases must be purely perfunctory. I am inclined to think maybe we 
got a gosh awful lot of military officers sitting on these things that 
they can very well dispense with, if that is the only purpose they are 
going to serve. 

Mr. Arwoop. If I can speak to that just a moment? 

In the major cases, Government approval is of fundamental im- 

ortance. This refers to the more complicated systems where, actual- 
+4 the technical establishments of the Government, in many instances, 
have better information than we do on the detail. This is of vital 
consequence in approval of such things as a bombing-navigation sys- 
tem or a communication system. 

So in these larger areas, we would feel that if they didn’t concur, 
we would have had an improper technical appraisal. 

Mr. Harpy. So their approval is only from a technical point of 
view. It has nothing to do with cost ? 

Mr. Arwoop. We have to present the comparative cost estimates 
and they, through various ah tape and experience factors, attempt 
to put their interpretation on what these estimates might mean. 

Mr. Harpy. I don’t understand the significance of applying any 
dollar figure as a basis on which approval would be required, if the 
purpose of their approval is to assure that the technical side of it 
is proper. 

Mr. Arwoop. I am referring to major subsystems of highly tech- 
nical equipment. In communications, for instance, these Govern- 
ment experts know more about their requirements and what is avail- 
able in the field than we do in frequent cases. 

Mr. Harpy. Then their approval is strictly from a technical point 
of view and the dollar value is of no real significance. It looks to 
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me like we are getting to the point where nobody pays a great deal 
of attention to the dollar value any more. _ 

Mr. Arwoop. They pay a good deal of attention. As I tried to make 
clear in my presentation, we are estimating future costs of develop- 
ment work. They have had much experience in comparing estimates 
with performance of various companies. 

Mr. Harpy. I didn’t mean to take up so much time on this, Mr, 
Chairman, but actually this thing does bother me. I am not sure that 
there is any real services being performed, other than a technical 
evaluation. Maybe we should discard all of this hocus-pocus about 
having some control over costs. 

Mr. Héserr. Of course, Mr. Hardy, this is the meat in the coco- 
nut. This is a very important part of the entire hearing and pres- 
entation. 

Mr. Atwoop. I could express one other opinion, if I may. The 
Government officers have a great deal to do. Their responsibility in 
defense is tremendous. Their problem of discrimination with respect 
to these highly advanced weapons involving a long time for develop- 
ment is an intellectual challenge hardly matched by any other prob- 
lem facing a group of people. 

They are doing everything they can, in my opinion, to improve their 
competence and the efficiency of their equipment. 

I feel their efforts can be much better applied in this broadening 
area than in work that we can organize properly to do, which we feel 
we are doing. 

Mr. Harpy. I certainly don’t take any exception to that. But it 
seems to me we are headed in a direction where we are saying, “To 
hang with the cost. Whatever it is, it doesn’t make any difference, 
Charge all you want. Just so long as we approve these technical as- 
pects of the thing, why, we are not going to be concerned about how 
many dollars it takes.” 

Pretty soon we are going to throw ourselves right into bankruptcy, 
and I don’t know who will have all the money. 

Mr. Pricer. That is the point. The people you are talking about 
are Government fiscal people, rather than technical people. 

Mr. Arwoop. In all echelons, I feel that is the case, Mr. Price. Of 
course, I can only give you my opinion from my vantage point, for 
whatever it is worth. I feel that price and cost is one of the most tre- 
mendous pressures placed upon all this program. I know it to be and 
it is never out of our minds for a moment or the minds of our military 
customers. I know this because I lived with it. It is a tremendous 
problem to them; trying to get the most they can in an economical 
way. This is my opinion, sir. 

Mr. Harpy. Well, I respect your opinion, but I still have a hard 
time understanding how we can live with this kind of a situation 
where the incenttive is all toward the increase of price. 

You can pit an individual's integrity; his best intentions in the 
world; and his highest opinions all against his selfish instinct and I 
am not sure which will prevail. 

Mr. Arwoop. As I responded the other day, I, too, wish we had a 
sharp price competitive basis. But I don’t see how these circum- 
stances permit it in the programs we are talking about. 

Mr. Harpy. That is what we are looking for. 
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Mr. Hézerr. You have your statement now, Mr. Atwood? 

Mr. Atwoop. I had a couple of more. 

Mr. Gavin. I presume that is why you want to get on that 614 per- 
cent expense, so that in the initial stages you are at least guaranteed 
that you are going to make 614 percent on the job, until you get into 
the incentive, is that right? 

Mr. Arwoop. The figures are based on the program cost, Mr. Gavin. 
If the costs exceed this, our fee is not increased and the percentage is 
naturally diminished. If we can save our money, our percentage with 
respect to a fixed dollar amount can be augmented. If we are fortu- 
nate enough to save any money. I had the answers to two more 
questions. 

Mr. Hésert. Please proceed. I thought you had finished that. 
Take up the next questions, 

Mr. Arwoop. I was asked, if you recall, what the estimated facili- 
ties expenditures would be with respect to the B-70 and the F-108; 
how much the Air Force was going to put into it and how much our 
company would put in. 

I have the program estimates here and I can just give you the totals 
in the interest of saving time. 

Mr. Héverr. Give us the totals in the interest of time. 

Mr. Arwoop. On the F-108 program, we have scheduled the facili- 
ties procurements through 1963, beginning with 1958, which is a 5- 
year spread. The totals are for the Air Force, $6,700,000, for the 
company $15,200,000, in facilities. 

For the B-70, we have scheduled facilities through 1965, a period 
of seven years, and here the Air Force total program is $13,900,000 
and the company’s total is $30,200,000, for these facilities. 

You asked about the buildings. The only construction involved 
is at Palmdale, and of the Air Force totals that I have given before, 
$3 million is scheduled for improvements at Palmdale. 

These involve modification to buildings, which I won’t delineate 
unless you wish, and 45,000 square feet must be added to one building. 

Mr. Gavin. Who is going to take care of that ? 

Park Arwoop. This is part of the Government expenditure, Mr. 
avin. 

Mr. Harpy. Do you know whether those funds are included in the 
contract funds ? 

Mr. Atrwoop. They are being provided through what we call facili- 
ties funds. 

Mr. Harpy. Facilities funds. We will have to find out from the 
Air Force, I expect, Mr. Chairman. I would rather expect that they 
are not specifically included as public works funds. The committee 
would not have any opportunity to know anything about them unless 
we accidentally pick it up in this kind of a proceeding. 

Mr. Atwoop. I can’t be sure, but I know they are not supply funds. 

Mr. Héserr. Well, again, Mr. Hardy, that is another very per- 
tinent question, because the origination of the first query in these 
so-called weapons systems concept, was whether or not the company 
is allowed to construct and to build facilities without authorization 
from the cognizant committees of Congress. Of course, we will have 
to learn from the Air Force whether they go through that procedure. 
Mr. Atwood has said that he is not familiar with that procedure. 
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Mr. Harpy. That is right. You have a $3 million construction 
item here and you don’t know what the source of the funds is going to 
be, is that right, Mr. Atwood ? 

Mr. Atwoop. I only know it will be facilities funds as we classify 
them. 

Mr. Héserr. And will be part of the contract. 

Mr. Arwoop. It will be a corollary contract. 

Mr. Courtney. Separate. 

Mr. Héserr. But it is within the scope of the system ? 

Mr. Atrwoop. Yes, sir. 

Mr. Harpy. Now could I make an inquiry about these facilities 
figures that we were discussing here a moment ago ¢ 

These expenditures for facilities are in addition to the investments 
which both the Air Force and your company already have that are 
being applied to these contracts, is that correct ? 

Mr. Arwoop. Yes, sir; that is correct. 

Mr. Harpy. Well, now, on the face of it, the investment which you 
are preparing to make over this period of time in both cases approxi- 
mates a little more than twice as much as the Air Force investment 
for facilities. 

Mr. Arwoop. In one case it is over twice and in one case it is less 
than twice, but it may average right. 

Mr. Harpy. It may be that I didn’t read the figures right. But 
in any event, when you can take into account the total value of fa- 
cilities employed on these contracts, the Air Force will still have 
about twice as much as North American, is that right? 

Mr. Atrwoop. Well, I believe this may be approximately right, yes, 
sir. 

Mr. Harpy. I am just taking round figures. 

Mr. Gavin. Right at that point. I don’t think the gentleman was 
here yesterday, but up until 1955 the Government had placed in $90 
million. 

Mr. Héserr. $93 million. 

Mr. Gavin. Since 1955, up to date, an additional $87 million, 

So we have very near $180 million. I don’t know whether the 
gentleman was here. This is in addition, I presume to what has al- 
ready been invested by the Government in North American, is that 
right ? 

Mr. Arwoop. That is the plan, yes, sir. 

Mr. Harpy. I was here and I was just trying to round out the fig- 
ures, which may be considerably off. But I believe that the Govern- 
ment’s investment will be at least twice as much as North American’s 
investment. 

Mr. Gavin. Yes. 

Mr. Harpy. In facilities that are employed in these contracts, 

Now, the thing that I wanted to inquire about next: I think you 
mentioned the fact that it is sometimes hard to appraise the actual 
value of Government facilities because they don’t apply depreciation. 
How much of your facilities have you constructed under an accelerated 
amortization program which has made is possible for you to virtually 
write them off during the life of a contract ? 

Mr. Arwoop. I have that information here somewhere. If you will 
give me just a second ? 

Mr. Harpy. If you know approximately. 
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Mr. Atwoon. If I could go to just one answer and then give you 
this? 

Mr. Harpy. Surely. 

Mr. Arwoop. It might save some time. 

Mr. Harpy. Surely. 

Mr. Atwoop. You asked about the rentals being paid for noncon- 
tract work. I have some data on that. 

I have it generally for about a 3-year period, from 1955 through 
1958, generally. There are four contracts and if I could include them 
all in one, it might be simpler. If you have any questions, I have a 
little more detail. We paid about $236,740 during that period in 
rental for utilization of facilities on other than contract work, that is 
other than Government contract work. This has been computed on 
formulas which have been established by which we can estimate or 
rather calculate the amount of commercial utilization of buildings 
and machinery 

Mr. Gavin. Established on formulas. Who established it? 

Mr. Arwoop. Well, we have here two bases of computation under 
which we are working. 

Mr. Gavin. Before you proceed with that, then the Government 
got back approximately $236,000 in rentals, on an investment of ap- 
proximately $197 million, is that right? 

Mr. Arwoop. Yes. This was the allocable part of the cost to the 
small amount of nongovernmental work that we did. A very small] 
amount, as you know. 

Mr. Gavin. Outside of the regular Government contracts? 

Mr. Atrwoop. Yes, sir. 

Mr. Harpy. I think, if the gentleman will permit—on this question 
of a formula for determining rental, I think that is something we all 
probably want to get into more detail on a little bit later. This may 
not be the place to doit. May I, Mr. Chairman, conclude on this matter 
of amortization of facilities? 

Mr. Arwoop. Yes. I have the figure. Our account shows $90,- 
733,000 of company property, and of this $15,338,000 represented 
emergency facilities under which we had been granted certificates of 
necessity for accelerated amortization. 

Mr. Harpy. Has all of that $15 million now been written off ? 

Mr. Atwoop. I don’t think so. 

Mr. Harpy. What was it, a 5-year program ? 

Mr. Arwoop. I don’t know what we got. We probably got some- 
thing like 60 percent to be written off in 5 years and the balance—— 

Mr. Harpy. That is 60 percent plus your normal. 

Mr. Atwoop. I believe—well, I am not qualified to give you this. 

Mr. Harpy. Well, that is all night. 

Mr. Arwoop. Whatever the rules are. 

Mr, Harpy. In other words, you have about $75 million which ‘you 
do not have the advantage of accelerated amortization and about $15 
million which you do? 

Mr. Atwoop. Yes, sir. 

Mr. Harpy. Now you are programing about $45 million more. Do 
you have any rapid depreciation write-off provided for there? 

Mr. Arwoop. No, we haven’t been granted any certificates for rapid 
amortization in some years, and we don’t expect any on this. 
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Mr. Harpy. Do you have any arrangement under which substan. 
tially more than the normal rate of depreciation will be allowed dur. 
ing the life of this contract ? 

r. Atwoop. We expect to use the Treasury regulations on this, 

Mr. Harpy. Well, I am sure you will do that. But sometimes the 
Treasury regulations are a little flexible when you have special facili- 
ties or special equipment designed for a special purpose, when you 
= know what the usefulness is going to be at the end of that period 
of time. 

Mr. Atwoop. I don’t know of anything that is special on this case, 
Mr. Hardy. 

Mr. Harpy. You don’t know the extent to which these facilities will] 
be written off by the conclusion of the contract ? 

Mr. Atwoop. I think they will be written off as their classification 
requires. 

Mr. Harpy. I would like to ask Mr. Courtney to have the GAO 
make a little check on the extent to which facilities under this type of 
contract are being written off, the rate at which they are being amor- 
tized, to determine the extent to which they would be written off dur- 
ing the life of these contracts. 

Mr. Héserr. Now do you have any other comments to apply to 
any questions ? 

Mr. Arwoop. I believe that answers all of it. 

Mr. Hésert. Now, Mr. Atwood, the committee will hear your state- 
ment. And at your request and the assent of the Chair, you will be 
allowed to read without interruption by the committee. 

Mr. Atwoop. I would like to again ask Mr. Taylor to read at least 
the first part of my statement. 

Mr. Heserr. Mr. Taylor reads well. 

Mr. Taytor. Thank you. I would like to begin my statement today 
with a review of North American’s small business program as it re- 
lates to the F—108 and B-70 weapon system projects. 

I know that this subcommittee will be interested in the steps we 
are taking as weapon system prime contractor to assure maximum 
participation by small business firms. 

It has been our experience thorugh the years that the interests of 
our company and of the public are best served by making full utiliza- 
tion of the skills and capabilities of small business. It has also been 
our experience that small business has the ability to compete for 
defense business when given an equitable opportunity. 

Our pareannng and subcontracting activities are guided by three 
basic company policies: 

(1) To develop and produce the best possible product at the lowest 
possible price, and deliver it on time. 

(2) To make all purchases on the basis of quality, delivery, and 
price. 

(3) To place a fair proportion of total purchases with small busi- 


ness concerns. 
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TOTAL NAA aha COMMITMENTS 





48.5% 
O SMALL BUSINESS 





© 1958-MATERIAL PROCURED 
DIRECTLY FROM 8520 SMALL 
BUSINESS FIRMS BY NAA 








As this chart indicates, our company’s records of the breakdown 
of commitments to small business during the past 8 years show that a 
total of almost $114 billion worth of goods and services, comprising 
4814 percent of our total commitments, was purchased from small 
business. In 1958, as an illustration of the scope of our small busi- 
ness relationships, we dealt directly with more than 8,500 small firms 
located in most of the 49 States and the District of Columbia. 

North American is proud of this record. As we got into the wea- 
pon system prime contracting programs it became apparent that our 
dealings with small business would include less direct contact than 
in the past. There are several reasons why this is true: 

(1) As weapon system prime contractor, North American, in effect, 
takes the place previously occupied by Air Force procurement per- 
sonnel. Past experience indicates that only a relatively small per- 
cent of the dollars spent by the Air Force has gone directly to small 
business. 

(2) Approximately 70 percent of the dollars spent on the B-70 and 
F-108 programs will go to companies other than North American, 
including major system contractors who have a greater opportunity 
to deal directly with small business firms. 

(3) The extremely advanced technical nature of these weapon sys- 
tems dictates that most of the major subsystems can be developed and 
produced only by relatively large companies. It is impracticable in 
most instances to break down an entire weapon system directly into 
components small enough to enable small business to compete at the 
first level; and one of the primary objectives of the weapon system 
approach is to decentralize the development managerial load. 
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Thus greater efforts were required to assure the continued full par- 
ticipation of smal] business in these advanced weapons throu nt the 
other tiers of eer: 4 North American has taken the follow- 
ing steps to expand its small business policies and procedures: 


NAA SMALL BUSINESS PROGRAM 


© AT CORPORATE LEVEL THE NAA SMALL BUSINESS ADMINISTRATOR 
HAS THE RESPONSIBILITY 10: 


© WORK WITH SMALL BUSINESS IN R € D CONTRACTING 
© ADVISE AND ASSIST SMALL BUSINESS 
© WORK WITH COMPANY DIVISION AND SUBCONTRACTOR 
SMALL BUSINESS ADMINISTRATORS 
© WORK WITH REPRESENTATIVES OF THE SMALL BUSINESS ADMINISTRATION 
© WORK WITH SMALL BUSINESS SPECIALISTS IN THE DEPARTMENT OF DEFENSE 


© AT DIVISION LEVEL THE NAA SMALL BUSINESS ADMINISTRATOR 
HAS THE RESPONSIBILITY TO: 


© GIVE FULL HEARING TO EACH SMALL BUSINESS SUPPLIER 


© GUIDE SUPPLIERS TO THAT AREA OF THE COMPANY WHERE 
THEIR SERVICES WILL BE OF MOST VALUE 

© FOLLOW THROUGH TO SEE THAT THE SMALL BUSINESS SUPPLIER IS 
GIVEN EQUAL AND FAIR CONSIDERATION 


(1) A new full-time corporate small business administrator has 
been appointed, with the sole and express function of carrying out 
the company’s expanded small business program. It is his respon- 
sibility to— 

(a) Work with small business in the fields of research and develop- 
ment contracting. 

(6) Advise and assist small business. 

(c) Work with small business administrators in the company’s di- 
visions and those of our subcontractors. 

(7d) Work with representatives of the Small Business Adminis- 
tration. 

(e) Work with small business specialists in the Department of 
Defense. 

(2) New small business administrators have been appointed at 
each North American division. 

For many years the division director of material in each North 
American division has acted as a small business liaison representative, 
Because of the pressure of other duties, and to meet the new condi- 
tions, a new small business administrator has been appointed at each 
division. These men have a level of responsibility equal to that of the 
chief purchasing agent. They are thus separated from the control 
of the buying authori ity, but are able to coordinate their efforts with it, 
and with the other functions under the division director of material. 
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Division small business administrators will— 

a) Give full hearing to each small business supplier. 

ts) Guide them to that area of the company where their services 
will be of most value. 

(c) Follow through to see that the small business supplier is given 
equal and fair consideration. 

(3) A new control record has been established that assures proper 
consideration of small business in all direct procurement by North 
American Aviation. 

This checklist must be completed by each North American buyer 
on each transaction, showing— 

(a) Whether the award went to small or large business. 

(6) How many small business firms were solicited. 

(c) Ifthe award went to large business, what was the reason. 

This check list was worked out in collaboration with Air Force 
procurement people, and is the first of its kind to be adopted by a 
defense contractor. 

(4) Provisions have been made to assure that North American sup- 
pliers establish small business subcontracting programs. 

For some time, all North American purchase orders have contained 
a utilization of small business clause, in which suppliers have agreed 
to place with small business concerns the maximum amount of busi- 
ness that is consistent with efficient performance and proper cost. We 
have now taken additional steps to provide that— 

(a) All purchase orders and subcontracts of $500,000 or more now 
require the supplier to establish a small business subcontracting pro- 
gram as described in the armed services procurement regulations, 

(6) Each purchase order or subcontract of $100,000 or more for sup- 
port of the B-70 and F-108 programs requires that the supplier will 
furnish North American a quarterly report of all related small busi- 
ness subcontracting. 

(c) Each such supplier agrees in turn to insert the same provision 
in all of its purchase orders and subcontracts of $100,000 or more for 
support of North American programs; and further agrees that re- 
ports received from such subcontractors will be furnished to North 
American. 
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In addition, I have communicated personally with the chief exec- 
utive officer of each major system contractor, pointing out the steps 
that we have taken and requesting their full cooperation, which I 
am certain will be forthcoming. 

(5) Special efforts are made to alert small business to potential 
contracting opportunities, 

All purchase orders or subcontracts exceeding $100,000 that appear 
to offer subcontracting opportunities are immediately repo by 
North American to the regional office of the Small Business Adminis- 
tration and to the small business specialist of the appropriate branch 
of the armed services, so that they can alert small businesses in the 
award areas to potential contract opportunities. 

This expanded small business program has been highly commended 
by Government procurement officials, and it is our hope and belief 
that the program will be effective in accomplishing its objectives. 
We also intend to make such additions and amendments to the pro- 
gram as may be required from time to time. 

We have every confidence that qualified small business will con- 
tinue to participate in these new weapon ——— projects as much 
as it has participated in our past programs. Illustrative of continuing 
small business contracting opportunities is the very substantial re- 
quirement for honeycomb core, a major structural element in both 
the B-70 and the F-108 weapon systems. 

It has been estimated that for these two weapon systems there 
may be an ultimate requirement for 5 million square feet of this core 
costing in the neighborhood of $147 million dollars. It is anticipated 
that most of this business will go to firms in the small business cate- 
gory. Of the seven firms now supplying honeycomb core to North 
American, six are in the small business category. 

Another field offering substantial small business contracting oppor- 
tunities is the Chem-Mill process for sculpturing metal structures. 

This process was pioneered by North American, and will have an 
increasingly important role in building weapon systems. It is antic- 
ipated that a good proportion of our requirements for chemical milling 
work will be filled by small business firms. 

Mr. Arwoop. I would like to call your attention to one chart and 
make a supplementary remark, if I may. 

This is typical of our coordination in this field. 
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This is a telegram which was sent to the Los Angeles Small Busi- 
ness Regional Director notifying him of the award of a system sub- 
contract, and this is his response, or acknowledgment. 

We want to bring to your attention the fact that we are trying to 
interest firms of the maximum capability ip this activity an ng 
them into competition, one with the other, to improve our overa 

rformance. 

Firms such as these and larger firms are motivated by the desire 
for profit and we feel that this program brings them into such 
competition. : 

In each price for each item we receive from small business and from 
larger business, there is an element of profit in that price, which was 
brought out yesterday, This is true of today as it has always been 
true in every aircraft and true in every product that is produced and 
sold in the markets of the world. 

I wanted to refer to that because I feel that these profits included 
in their prices are reasonable and necessary to the process we are 
attempting to accomplish. 

Mr. Taytor. Having covered in some detail North American’s small 
business program, I would like to devote some of my remaining time 
today to a summary of the reasons for our faith in weapon system 
contracting—in its ability to provide weapon systems of optimum per- 
formance, while at the same time minimizing time and cost factors. 

In the question of lead time, weapon system contracting brings to 
bear upon the development cycle the following controls that were 
unheard of in previous years: 

(1) It focuses responsibility for planning and carrying out the 
development program in a single organization—the weapon system 
prime contractor. 

(2) In planning the development cycle, the contractor takes into 
consideration the entire weapon system, including ground. support 
equipment and all other items necessary for a complete and fully 
operable weapon system. This minimizes the chance that the weapon 
system will be delayed in becoming operational because some auxiliary 
item has been neglected. 

(3) Because of the cooperative teamwork that is the heart of the 
weapon system concept, the related subsystems are developed with 
maximum attention to compatibility, This minimizes the risk of 
delay due to last minute modifications or retrofits at the time of final 
test and assembly. 

(4) The cooperative testing of related equipment, both on the 

und and in flight, saves time by eliminating most of the “bugs” 

fore the actual prototype flight test, and also by eliminating much of 

the duplication in separate testing by the subcontractor, prime con- 
tractor, and the military service. 

(5) Probably most important of all, the weapon system contractor 
uses monitoring and supervising techniques far more thorough than 
thos» in use a few years ago. As an example, the major system con- 
tractor reports progress according to milestone check points—such 
as completion of engineering drawings, completion of mockup, com- 
pletion of the bread-board model, first bench test, ete. And these 
milestones are reported not merely for the major systems, but for 
each major component. So that on any weapon system program we 
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have literally hundreds of milestone dates that must be met and re- 
ported. This minimizes the human factor in making out reports, 
and vastly reduces the chances that any one major system contractor or 
subcontractor will lag too far behind. 

Many of these points that I have mentioned in connection with 
development lead time also apply to the control of costs. For example: 

(1) Weapon system contracting minimizes costs. We have the 
advantage of fast decisionmaking by an organization geared to the 
program and familiar with its every aspect. This decentralization 
of authority extends down through the major systems contractors 
and beyond, permitting each decision to be made at the lowest possible 
level without endangering weapon system program objectives. 

(2) Because responsibility for total development cost rests with 
the prime contractor, and because all costs such as sypporHng equip- 
ment costs are included, we have for the first time achieved central 
cost contro] in weapon system procurement. 

Finally, weapon system contracting offers the only practical means 
of developing weapon systems of optimum performance that will 
more than match those of potential enemies in a given time period. 
Perhaps the best way that I can illustrate this statement is to give 
some actual examples of direct benefits in terms of developmental 
progress that are resulting from the weapon system contracting tech- 
nique as applied to the F-108 and B-70 programs. 


COMPATIBILITY OF SYSTEMS WITH EACH OTHER 


Compatibility of systems covers a wide range of design considera- 
tions, of which conformance with the overall weight and space re- 
quirements of the weapon system is one of the most obvious. The 
increasing use of automatic controls has brought the need for a 
higher order of compatibility between the many electronic systems, 
both in the air vehicle and on the ground. 

By the correct selection, design, and interconnection of such sys- 
tems, the total weapon system capability is greater than the sum of 
the individual system capabilities. As an example, two of the major 
electronic systems in the B-70 are so interconnected that between them 
they are able to perform a third function that otherwise would have 
required an additional system. Since the two systems are provided 
by separate contractors, a high degree of cooperation and teamwork is 

uired to insure signal compatibility. Here the weapon system 
prime contractor is able to establish parameters for scale factors, 
impedences, transfer functions, message format, resolution, and so 
forth, which must be adhered to by the system contractors. At the 
same time, it is necessary to minimize interference and other unde- 
sirable interaction between the systems, by exercising control over 
such factors as frequency harmonics and noise generation. This, 
again, requires the establishment of parameters in the prime con- 
tractor’s overall design, as well as direct lines of communication with 
the system contractors to insure conformity and to harmonize any 
changes that arise during the development cycle. 
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COMPATIBILITY OF EQUIPMENT WITH OPERATING CONDITIONS AND 
MAINTENANCE CAPABILITIES 


In addition to being compatible with each other, it is essential 
that major systems and subsystems be adaptable to operating and 
maintenance requirements. Probably the outstanding example of 
this is the complete electronic packaging concept being applied to 
both the F-108 and B-70. This provides for central location in easily 
accessible compartments of all electronic equipment. 


CENTRALIZATION OF EQUIPMENT 
ELECTRONIC PACKAGING 




























© OPTIMUM SPACE UTILIZATION 
© ASSURES SIGNAL COMPATIBILITY 
¢ COMMON POWER AND COOLING SOURCES 
© SIMPLIFIES FIELD MAINTENANCE € TESTING 
¢ PERMITS IN-FLIGHT MAINTENANCE 

@ SAVES WEIGHT 


Formerly, electronic systems came from the suppliers of this equip- 
ment in variously shaped “black boxes” that were installed at widely 
scattered points in the aircraft, as this sketch indicates. They were 
not generally capable of being opened for repairs in flight; were not 
broken down into components that. were detachable for easy replace- 
ment; and were often not even located in an accessible place in the 
aircraft. Moreover, such “black boxes” in many cases could not be 
maintained or repaired with the skill levels of technical personnel 
at field bases, and certainly not with the tools and the skill levels 
available in flight. 

Under the new electronic packaging concept we locate all items 
of electronic equipment in a central bay, as seen in this sketch, and 
make them accessible for maintenance S means of pullout units of 
a few standard dimensions. The bay is cooled by the same environ- 
mental control system that maintains “shirt sleeve” conditions in the 
crew cabin. 
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In the B-70, this equipment is readily accessible from a central 
aisle for in-flight repair. Many of these units are broken down into 
standardized, easily replaceable subassemblies known as modules, 
which are attached by integral plug-ins to the unit chassis. In cage 
of a malfunction, the system has a built-in capability of discoverin 
and indicating the faulty component, which can then be discards’ 
and in some instances replaced in flight with another from the stock 
carried on board. 

In a weapon system whose performance depends so heavily on 
automatic controls, this electronic packaging concept will make pos- 
sible a degree of reliability that is unattamable in any unmanned 
vehicle, and higher than has ever been attained before in a manned 
weapon system. 

Electronic packaging has other important advantages that I will 
discuss in a moment, but the point I wish to make now is that it 
would be virtually impossible to provide such packaging without 
the weapon system concept. Under the latter, we are freed from the 
necessity of accepting electronic subsystems in the particular shape 
and form that already exist. Instead, the general design of all equip- 
ment is established at the outset to give optimum performance to 
the weapon system, and each contractor develops his equipment to 
conform to that design. 


ELIMINATION OF DUPLICATIVE FUNCTIONS 


Under the older airplane design methods, it was usually impossible 
to avoid incorporating a certain amount of duplicatory equipment, 
simply because it was necessary to accept so many standardized items, 
For example, the F-86D contained five gyros, each of them ~— 
with a particular subsystem delivered to us for installation as Gov- 
ernment-furnished equipment. But through design integration made 
possible by weapon system prime contracting, the B-70 and F-108 
each contain only one central gyro platform and one auxiliary gyro 
platform. We are finding under the weapon system contracting 
method many such opportunities to save weight, space, and dollars by 
eliminating these duplications. 

In both the F-108 and the B-70 we have a subsystem, the central 
air data system, that combines all data processing requirements. This 
eliminates the need for a computer in every euiba yevent and, because 


it is able to receive and digest a greater range of inputs, upgrades 
the accuracy of the data supplied. The central air data system is 
not original in these two weapon systems, but it is brought to a higher 
refinement than ever before. It accomplishes literally scores of func- 
tions for all electronic systems such as mission and traffic control, | 
automatic flight control, and others illustrated on this chart. | 














ible 
ent, 


rOV- 
ade 
108 
yro 
ing 
3 by 


tral 
"his 
wuse 
ides 
n is 
sher 
inc- 


rol, | computation devices. But in our present weapon systems, including 


| 
| 
| 


WEAPONS SYSTEM MANAGEMENT 105 


CENTRAL AIR DATA SYSTEM 
© DATA INPUT © SYSTEMS AFFECTED 


ee | 


-— mummune | — BONB/NAY | 


AIRSPEED KY 























CENTRAL 























| RTELERATION AIR DATA a hee 
SYSTEM CONTROL SYSTEMS 
DIRECTION | AIR INDUCTION | 
CHANGE CONTROL SYSTEM 
 rewpeparuc “ENGINE CONTROL 
TEMPERATURE a syste | 








Mr. Arwoop. I referred to this system before in connection with 
the air speed indicator. Here I mention other inputs. They are 
altitude, acceleration, direction change, temperature, as well as air 
speed. They are put in. Computations come out for the bomb-navi- 
gation system, flight instrument displays, automatic flight control 
systems, air induction control system, and engine control system. 

Mr. Tayxor. It should be obvious that without the weapon system 


- concept, without a weapon system contractor who has the respon- 


sibility for overall design and the authority to deal directly with each 
subsystem contractor to assure fulfillment of that design, it would 
be impossible to make the best use of a central air data system. 

Let me give a concrete example of this. The North American 
F-86D was equipped with a computer that was used to determine angle 
of attack. This computer was capable of providing outputs to other 
systems that would have upgraded their performance. But under 
the old method of direct Government “ants from subsystem 
contractors, each of these other systems had its own computation sys- 
tem and no means of receiving inputs from a central computer. They 
were furnished to the airframe contractor by the Government, and 
had to be installed without any means of integration with each other. 
As a consequence, the performance of the various systems suffered 
and the airplane was penalized by the weight of these duplicative 


the A~3J attack bomber, we have been able to provide a central air 
data system, eliminate much of the former duplication, and upgrede 
performance of the various systems. This has been possible only 
because we have had coordinative authority as the weapon system 
prime contractor. 
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Another example of eliminating duplicative functions is the con- | vi 


trol and display area or more familiarly, the instrument panel. There 
are four control and display consoles in the B-70 and two in the 
F-108. Each console has been subjected to careful integration to 
combine functions wherever possible. For example, in the pilot’s 
console on the F-108 the various functions of the fire control and 
mission and traffic control systems utilize an integrated set of instru- 
ments with a single control head for channel selection and a minimum 
of dials and indicators. 

In the bombardier-navigators’ console on the B-70, such varied 
functions as the arming of the weapon, terrain avoidance, and station 
keeping and rendezvous, are accomplished through the same kind of 
integrated instrumentation. Such consolidation, repeated for other 
related groups of equipment, provides more efficient use of crew com- 
partment space, saves weight, and simplifies the work of crew 
members. 

I should point out that the electronic packaging method that I 
have already discussed also enables us to eliminate duplicative fune- 
tions. By mounting the equipment in large racks with overall dust- 
proof casing, we eliminate the separate dustproof boxes of the various 
systems, and in this manner save several hundred pounds of weight. 
Moreover, by establishing common power standards to which each 
system contractor must design his equipment, we are able to eliminate 
most of the separate power sources formerly supplied with each sys- 
tem, and substitute a common power source, 

Still further, we have designed the equipment racks in “egg crate” 
fashion to permit the use of a single environmental control system 
for cooling purposes. This eliminates the separate blowers that were 
formerly supplied with each subsystem. The common environment 
saves weight, first, by this elimination of duplication; secondly, and 
more importantly, by permitting the use of lighter materials and fit- 
tings than would otherwise have to be built to resist more extreme 
temperatures. In addition, by designing the environmental control 
system for the best overall specifications, we are able to upgrade the 
performance of the electrical systems. 


COMMON SOLUTION OF OPERATING PROBLEMS 


Another aspect of integrated weapon system development is our 
ability to simplify subsystems by adopting a common solution for 
problems that are common to several subsystems. 

Protection against radiation is one example. Shall we provide 


overall seeking for our equipment, or shall we use radiation-resist- | 


ant components? The best solution from the standpoints of effective- 
ness and weight saving is determined for the entire weapon system, 
and the specifications of the subsystems are drawn accordingly. 


Vibration presents another problem that can be solved in this man- | 


ner. Vibrations originating in the engine installation can be injurious 
to many delicate parts and assemblies. We minimize this effect at 
the outset by locating the more delicate equipment as far away from 
the engines as possible. 

With respect to the remaining vibration factor, we are able to seek 
a common solution that will provide an optimum design compromise, 
rather than leaving to each design firm the provision of separate 
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vibration proofing for its particular subsystem. We are able to weigh 
the alternative advantages of providing shock mounts for an entire 
equipment rack, or of utilizing vibration-resistant parts and a mini- 
mum of localized shock mounts. In cooperation with the equipment 
subcontractors, we are able to apply the solution to the various sub- 
systems so that their built-in vibration resistance is neither more nor 
less than necessary. 


STANDARDIZATION OF OPERATING REQUIREMENTS 


I have already referred to the environmental control system and 
its benefit in permitting the use of lighter materials and fittings than 
would have been possible if each subsystem had separate cooling sys- 
tems conforming to different thermal limits. This is only one example 
of the standardization of operating requirements that is possible under 
the weapon system concept. Another has been the establishment of 
alternating current as the standard current for all electronic systems 
in the B-70 and F-108. 

Since World War II there has been a gradual trend from direct 
current to alternating current because of the latter’s advantage in in- 
creased stability and reduced power loss in transmission. Until now 
the result has been that some equipment has required direct current 
and other equipment has required alternating current. We have had 
to install dual wiring systems at a weight penalty, and we have had 
to make use of inverters that have generally been a source of trouble. 
But because of the coordinative authority available to use for the first 
time as weapon system prime contractor, we have been able to eliminate 
all these problems by taking the final step toward exclusive use of 
alternating current. 

This step has brought with it another important advantage. Com- 
plete conversion to alternating current has permitted the use of high 
voltage, which in turn has allowed the use of miniature connectors 
and printed circuit flexible cables in all the subsystems. The saving in 
weight and space by the use of this equipment throughout the weapon 
system has been considerable. 


COOPERATIVE DEVELOPMENT OF NEW MANUFACTURING METHODS 


Another advantage that we are endeavoring to gain through the 
weapon system contract technique is the cooperative development and 
use of new manufacturing techniques. Since we are dealing with new 
materials and structural concepts designed to meet the thermal and 
other requirements of advanced air vehicle performance, we are faced 
with many new manufacturing problems. 

High supersonic speeds require the closest possible tolerance in 
the external surfaces of structures. The use of honeycomb sandwich 
material poses new brazing and welding problems. As these prob- 
lems are common to a number of system subcontractors, we have estab- 
lished a manufacturing development program that not only applies 
our best. engineering talents to these and similar problems, but also 
invites the help of system subcontractors and potential subcontractors. 
The solutions developed are, in turn, shared with the subcontractors. 

An improved method of constructing surface panels, for example, 
would be communicated to Boeing, Lockheed, Chance Vought, and 
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Convair—all of whom have contracted to design and build major sec. 
tions of the B-70 or F-108 structures. You can readily see that this 
procedure, with its exchange of ideas and techniques, serves to ad- 
vance the state of the art and to give the Government the widest pos- 
sible benefit. of research and development work. 

One of the typical problems approached by our manufacturing de- 
velopment group has been to find a method of welding tapered metal 
panels. Many surface structures, particularly in wing and tail as- 
semblies, require less strength at one end than at the other. We there- 
fore taper the panel and get a substantial saving in weight. 

But we must also find a means of tapering the longitudinal weld 
between two tapered panels so as to conform to the close tolerance re- 
quirements. Through our manufacturing development program we 
have now solved this problem with what appears to be a practical 
welding technique. The process is being passed on to the appropriate 
subcontractors to facilitate attainment of our common objectives, 

Another problem has been the need for an improved method of 
brazing honeycomb core to its facing sheets. The standard method 
has been the sand seal retort, but this has proved to be expensive and 
time consuming. A promising new solution is “die quench brazing,” 
which involves the use of a rapid cooling process. It saves both time 
and expense, yet closely controls the shape of the part and produces 
a good quality braze. 

COOPERATIVE TESTING 


Another important advantage that we see in the weapon system 
contract arrangement is the opportunity for cooperative or joint test- 
ing of related equipment. Previously each contractor separately un- 
dertook whatever preliminary tests were required on his equipment, 
and it. was delivered by the Government to the airframe contractor for 
installation in the prototype vehicle. 

There was little opportunity to bench-test related subsystems jointly 
during the development program, nor generally to flight test them 
together before installation in the test vehicle. By waiting to put the 
various subsystems together until late in the development cycle, we 
in effect reduced our chance to make fundamental improvements based 
on test results. If misfits and incompatibilities appeared, we could 
only resort to last-minute compromises and retrofits that increased 
cost and downgraded performance. 

Under the F-108 and B-70 programs our company as weapon sys- 
tem prime contractor is in direct touch with the work of all equip- 
ment subcontractors. We have established a cooperative test pro- 
gram that brings together the various subsystems for testing at the 
earliest opportunity. We employ a joint test program in the lab- 
oratory, in cooperation with representatives of the system subcon- 
tractors, so that two and more systems may be operated together and 
major inconsistencies ironed out before going to the expense of flight 
tests. 

In addition, we have made arrangements to conduct a fairly thor- 
ough test bed program, using the B-58 Hustler as the air vehicle. A 
team of technicians representing the subsystem firms will be on hand 
to analyze the flight-test data and recommend necessary changes. In 
this manner, flight testing does not have to await completion of the 
F-108 or B-70 prototypes. Most major changes and modifications 
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having to do with the compatibility of systems should already have 
been made by the time the first test vehicle is flown. This telescopin 
of programs should permit a substantial saving in both lead time an 
cost. Also, by joint testing of systems as early as possible, we hope 
to deliver weapon systems whose performance capabilities will not 
have to be impaired through unfortunate compromises, 

I should also mention certain other aspects of testing coordination. 
From the beginning we have coordinated the testing being done sep- 
arately by the system subcontractors in order to eliminate needless 
duplication and establish common standards. We have also worked 
closely with the Air Force in order to integrate the test efforts of the 
subcontractors with those of the Air Force test centers and using 
commands. 

To maintain surveillance over the entire test picture the Air Force 
has established a joint test force that will check the progress and 
validity of the contractor tests, provide all necessary customer aid, 
and evaluate the operational capabilities disclosed by the tests. It 
will also prepare for subsequent Air Force tests by acquiring adequate 
capability while guarding against test duplication. 

These, then, are some examples of ways in which the weapon sys- 
tem contracting technique is enabling us to do a better job, save 
money, and save development time. 

In describing these advances in weapon system design and man- 
agement, I do not want to leave the impression that we or our mili- 
tary customers feel that we have solved all the problems of design, 
management, or cost estimation and economy. Such projects as these 
are exceedingly difficult and exacting, and many difficulties arise. On 
the other hand, our capabilities in the military, industrial, and tech- 
nological fields are increasing rapidly. We will continuously strive 
to the point where our joint efforts will permit us to meet the chal- 
lenges continually presented to us. 

Mr. Atwoop. Before closing my remarks, I would like to discuss 
a subject that is related to the matters we have had under considera- 
tion, and which is even more in the public eye today. I refer to the 
comparative role of manned and unmanned vehicles in the weapon 

stems in our defense posture for the foreseeable future. A great 

eal has been said on this subject, and I feel that some misconcep- 
tions exist. With the subcommittee’s permission, I would like to ex- 
tend my remarks to this vital area of defense tga in the hope 
that I may be able to make a contribution to public understanding. 

North American Aviation’s Los Angeles, Columbus, and missile 
divisions are engaged in the development and production of weapon 
systems involvin both manned and unmanned vehicles. In addition, 
our Rocketdyne Division is the country’s leading supplier of rocket 
engines for large missiles and satellite boosters. 

ur Autonetics Division develops and produces automatic guidance, 
flight control, and other electromechanical equipment for both manned 
and unmanned vehicles. Thus it is incumbent on us in the conduct 
of our business to analyze all manner of air weapons—their use and 
their associated technologies. Drawing upon this fund of data, as 
well as upon my long experience in air weaponry, I would like to 
make certain observations regarding U.S. military strategy in the 
atomic and space age. In this way, I hope to be able to make some 
contribution to the Nation’s overall defense thinking. 
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(1) The expressed intent of the potential enemy, coupled with 
the awesome destructive capability provided by modern technology, 
forces the free world to try to provide a complete deterrence to all- 
out war. 

I noticed Mr. Fisher, last year before Congress, pointed out. that 
the potential enemy might well risk intercontinental destruction in 
a gamble for world domination. 

(2) Maximum military deterrence to all-out war requires that we 
(a) convince the enemy of our determination to insure and provide 
certain retaliation if attacked; (°) back it up with an inventory of 
weapons capable of certain retaliation; and (c) insure that the in- 
ventory includes the capability of ferreting out and destroying every 
remaining vestige of enemy nuclear offensive potential. 

In any exchange of intercontinental ballistic missiles with nuclear 
warheads, terrible and widespread damage will be inflicted. But by 
the nature of such devices, being purely mechanical and therefore im- 
perfect, some substantial residual atomic warmaking capability is 
a mathematical certainty. First, the technical and operational prob- 
abilities possible for such missiles in the foreseeable future make it 
economically infeasible to launch sufficient missiles at all known tar- 
gets to insure the probability of absolute military destruction. 

Second, we do not have the assurance that we can provide the three- 
dimensional target information of the required accuracy to guarantee 
the destruction ‘by missiles of all enemy nuclear delivery capability. 
In this regard, a potential enemy finds it much less difficult to identify 
accurately the targets in our system. 

Third, the regimentation characteristic of the potential enemy en- 
ables them to take much more effective passive defense measures in the 
dispersal and underground protection of personnel and facilities. 

ourth, missile systems are incapable of informing us of missed or 
new targets where remaining enemy strike capability may exist. 

Under such circumstances, there exists a calculated probability of 
substantial residual enemy capability. If the calculation looked 
favorable to the enemy, they might well start the conflict with the 
mathematical certainty of ending with a favorable balance of power, 
and being subsequently free to impose their will over the entire world. 

As producers of computers and guidance systems, we at North 
American Aviation are only to well aware that the only way to recog- 
nize missed, new, or mobile targets and to ferret out the last elements 
of enemy power is to put men in the immediate enemy area with the 
best extension of their faculties that we can technically provide. 

These men can use the advanced equipment provided to identify 
new or poorly located targets or targets not yet completely destroyed; 
take action and simultaneously feed back the information to allow us 
to direct or divert remaining weapons so as to be most effective. The 
high accuracy yield combinations provided in our manned systems 
insures the capacity to destroy hardened targets which might remain. 

It appears to us that these factors indicate the indefinite continua- 
tion of the mixed-force concept for the USAF weapons inventory. 
It has never been, nor likely to be, prudent or practical to depend 
entirely on one type of system in a weapon inventory. The advent 
of the atomic bomb and the missile potentials demonstrated by the 
German V-1’s and V-2’s, motivated the USAF to start, in. 1946, the 
programs for SNARK, NAVAHO, and ATLAS. These systems were 
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to complement the manned bomber force and raise its potential in 
the face of improving defense potential. 

In operating from the present version of the mixed-force concept, 
the intercontinental ballistic missiles will be programed to strike 
known targets and enable us to apply our manned weapons for de- 
struction of the missed and other critical targets that will spell final 
victory, if it can so be called. The missiles will undoubtedly disrupt 
large portions of the enemy defense structure and thus raise the 
effectiveness of our manned weapons. Our possession of a manned 
air weapon of the most advanced technical capability will assure the 
potential enemy of our ability to complete the total destruction of 
their strategic capability if they attack us, thus completing our deter- 
rence to all-out war. 

Assuming that enemy planners similarly assess the situation, we 
must have a manned interceptor of long range and high rate of sweep, 
in order to counter the enemy manned threat in the event that our 
own fixed air defense structure is partially disrupted by initial mis- 
sile attacks. We can be assured that the enemy will provide a similar 
capability to attempt to stop our manned systems that can provide 
the conclusive destruction of all their strategic power. 

This is strong, inhumane talk; yet if we are to preserve our security, 
we must face the possibility of attack, must work out a deterrent 


‘ strategy, and must provide ourselves with the visible force to carry 


out that strategy. In the interest of humanity, we must talk out these 
awful possibilities, and come to sound conclusions, 

There is, essentially, no such thing as an unmanned weapon system. 
Man designs, programs, maintains, and makes the decisions to use all 
weapon systems. It is rational to use inanimate vehicles wherever 
they can fully satisfy the mission requirement. But the vagaries of 
warfare, including the much-used element of surprise and the im- 
probability of ever being able to determine accurately in advance all 
possible targets and other factors involved, has brought us to the 
conclusion that the judgment of man will always be required in some 
fashion in the immediate battle area. 

The fact that missile systems are not recallable, once well launched, 
presents us with the necessity of making an irrevocable decision at the 
time of launching the first missiles. The difficulty of making such a 
decision lengthens the system reaction time of the missile. A man 
located in the air vehicle provides positive control in flight; thus a 
manned system can be launched on less than certain information, 
with corresponding gain in system reaction time. In the air defense 
role, 2 manned vehicle is needed to verify early information by pro- 
viding positive identification, as well as for ultimate defense. 

Moreover, manned air vehicles incorporating the most advanced 
technology provide a physically demonstrable ‘presence, with its un- 
doubted strengthening of our allies and its corresponding deterrent 
effect on the enemy. From the viewpoint of the enemy, the present 
USAF capability with manned systems is already proven to a high 
degree. 

Certainly our missile force must be powerful and reliable. But 
when we complement it with highly advanced, flexible, manned air 
weapons—with their high accuracy-yield potential—we will have 
assured the enemy of conclusive action and provided a maximum de- 
terrent to all-out war. 
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It has required some of the finest technical talent in the country to 
bring us into the missile era. It will continue to require talent and 
effort to improve reliability of these complex systems and to meet the 
inevitable counter weapons. 

The more flexible manned vehicles require equally fine talents and 
involve as many technical fields. The sciences involved in extending 
man’s faculties and environment to enable him to successfully accom- 
plish his most necessary role in our weapon inventory are of a very 
high degree of advancement. 

Furthermore, the manned air vehicle’s capability of self-defense 
has been enhanced by technical developments of great importance. 
The crew will be surveying a battle situation, making decisions, and 
taking action while traveling faster than a shell from a 16-inch gun, 
and with better information and more time than you have in makin 
many quick decisions on the highway. Small wonder that it takes 
such a broad segment of our best industrial talent. I believe you can 
appreciate our feeling of responsibility as the weapon system 
contractor. 

The technology upon which this system is based will also make 
possible a 70 percent reduction in the transportation time of the great 
jet transports now entering service. What this can mean to com- 
merce, industry, and many other aspects of human affairs is a matter 
in which you may find it interesting to let your experience and imag- 
ination make some projections. I believe that a transport moving at 
three times the speed of sound will revolutionize the long distance 
movement of passengers and cargo. Because of its many implica- 
tions, I very much doubt that our Nation can afford to be second in 
such a development. 

I hope that in the past three mornings I have been able to add some 
helpful information to the vast and vital subject of modern weapon 
systems. I hope that in explaining the workings of weapon system 
contracting, I have not given the impression that I feel it is perfect 
or foolproof. Like any other procedure, it must be administered by 
capable and conscientious ocal s I do believe that within the exact- 
ing requirements forced upon us by today’s fast-advancing technology, 
it is a system that is narrowing the latitude for human weakness to 
the minimum. 

It is, I feel, the logical answer to a pressing technical] and adminis- 
trative need. It is certainly the best technique we know of at this time 
to accomplish, within the framework of American capabilities and 
principles, the tremendous developmental undertakings necessary to 
national security. I sincerely believe that it will provide better 
weapon systems at less time than any other approach. 

The vast and costly developments for defense and space will con- 
tinue to require integrated application of the Nation’s best technical 
resources. We believe that we are accomplishing such application 
today on the F-108 and B-70 programs, and that at the same time, 
we are refining and improving the techniques (technical and adminis- 
trative) that may be the key to survival in the space age. 

Thank you, Mr. Chairman. 

Mr. Hésert. Thank you very much, Mr. Atwood. 

I will forgo any questioning, but on behalf of the committee, I do 
want to thank you for your full and complete cooperation during these 
three mornings with us. 
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We recognize the tedious effort, and we recognize the preparation 
and study that you have given to the presentation. 

I particularly want to commend you for the conclusion which you 
read yourself just now, as bringing into sharp focus the problem of 
manned aircraft in the missile field. I think it is a great contribution 
and a very understandable presentation. 

You have contributed much. Of course, there are many questions 
that are to be asked and many problems to be resolved. 

The thought that ran through my mind when you were reading 
was the fact that perhaps the Air Force or the Defense Department, 
which has the same objectives as we all have, could well have put into 
successful operation the plan that you have outlined, which is cer- 
tainly basically proper. 

Again on behalf of the committee, I want to thank you. Just by 
way of parting, though, I want to ask you one thing. In your first 
chart that you brought here, Mr. Courtney has pointed out the fact 
that God is definitely on the side of North American and all the trust 
is in little business. That was not purposeful, was it? 

In the division of the dollar, I want you to know that God is 
definitely on the side of North American and then small business 
has the trust. 

Mr. Gavin, have you any questions ? 

Mr. Gavin. No. I just want to take this opportunity to com- 
mend Mr. Atwood on a very fine statement and his patience over the 
last three days before the Committee. 

After listening for several years to presentations before this com- 
mittee, it is gratifying to me to see that at last a weapons system has 
been developed, coordinated and presented here, that eliminates the 
confusion, complication, duplication and overlapping that we had 
on een presentations before the committee, particularly on the 
aircraft. 

This technique that they have developed here—coordinated under 
one head and cooperating with all interested parties in all phases of our 
economic and industrial life—I want to say, is certainly an indication 
that we are now progressing to a point where we actually know what 
they are doing; where we are going; what objectives we have to reach 
and the manner in which we are reaching them. 

So I want to heartily commend Mr. Atwood for a very fine state- 
ment of the technique developed by his corporation, and on the many 
problems that we have in this weapon production. 

Mr. Héperr. Mr. Price? 

Mr. Price. Mr. Chairman, I, too, want to compliment Mr. Atwood 
and his associates on the manner of their presentation. I think it is 
one of the finest jobs done before any congressional committee on 
which I have served, in my many years here on the Hill. 

I think what is involved here is a thorough understanding of other 
Weapons system and its place in the new order of things. We all 
recognize the fact that we are in a new era; that the equipment and 
the facilities needed in the interest of national defense are far and 
away beyond that which we needed in the years gone by and matters 
of procurement to fulfill these needs are certainly changing. What 
we want to get at here is to see whether or not they have hit upon 
an idea that fills these needs and if any improvement can be made 
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upon the idea. The chairman, Mr. Hébert, several times expressed 
some concerns that also enter into the picture. I think as we 
through these hearings, some of these matters will be resolved. 

I want to compliment Mr. Atwood particularly upon the conclu- 
sions in his statement. I think I could have ghost-written that sec- 
tion of your statement, because I have felt this way for a long time, 
I have made many public statements to this effect. 

I agree with you. I think one of the points that you made here, 
that is, the chief deterrent that we have in war is our residual capac- 
ity after the first blow—I thought you brought that out very well 
there. I think it is a good point and one which I hope will attract 
the attention of the general public of this country. 

It is residual connbiliey that is the main deterrent to war today. 

Mr. Atwoop. Yes, sir. 

Mr. Price. Those are some of the things that the committee and 
the Congress must keep in mind as they examine these matters. 

I want to compliment you upon these conclusions that you have 
drawn here. 

Mr. Hésert. Mr. Fisher? 

Mr. Fisuer. Mr. Chairman, I, of course, completely share the grati- 
a of the committee for the contribution that Mr. Atwood has 
made. 

To complete the record a little more, I am wondering, Mr. Atwood, 
if you would tell us just briefly about your background. 

r. Hésert. That is in the record, Mr. Fisher. 

Mr. Fisuer. Is it already in the record ? 

Mr. Arwoop. Yes. 

Mr. Fisuer. Did you tell them about being from Texas? 

Mr. Arwoop. Mr. Fisher, I am very proud of being a graduate of 
the University of Texas. 

Mr. Fisuer. I don’t think I have any questions, Mr. Chairman. 

Mr. Héserr. All right. Mr. Atwood, I just want to close on this— 
maybe a little sour note now. 

Don’t float out on the cloud because of the great compliments you 
have heard here today. When the report comes out, you may not 
recognize—— 

Mr. Atwoop. Mr. Chairman, before you do that and while I am on 
a cloud, may I say in all sincerity on behalf of myself, Mr. Taylor, 
and all our associates at North American Aviation, we have considered 
it a privilege. 

Mr. Gavin. Mr. Chairman. 

Mr. Hésert. The reason I serve warning is because we are in much 
the same situation as the doctor after examining you, who tells you 
you are as sound as a dollar and in good health, but when you put your 
coat on and are ready to go, he warns you you can probably drop dead 
as soon as you leave the office. 

But you recognize in your presentation which you have made that 
this is not a perfect system. Wealldo. There are many, many bugs 
in it. There are many questions that remain unanswered, and many 
problems to be solved before these hearings are over. 

Mr. Atwoop. Yes, sir. 
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Mr. Héserr. The concern of the committee is not in the expression 
or the blueprint of the plan, but it is concerned mostly in the eco- 
nomics of the plan and if it is the most economical plan, then what 
can be eliminated which now exists in the Defense Department and 
Government. I think you recognize that fact. 

Mr. Arwoop. Yes, sir. 

Mr. Héserr. If this is not a substitute plan, then the plan is no 
good, no matter how good it is. 

These new ideas that come up must be substitutes and not merely 
new icings on the cake. The committee is going to explore this mat- 
ter in the fullest and there will be many, many questions to be asked 
when other witnesses come. We will examine the other side of the 
coin with great scrutiny. 

Mr. Gavin ? 

Mr. Gavin. I just want to call attention of the committee that I 
think one of the most significant things that has been brought to our 
attention in the development of this technique, of weapons system, 
is the great contribution to cutting down the lead time to a period of 
a year or two in production. Time is of great importance in the 
critical, chaotic world in which we are living. When we get into 
production, we want to do it expeditiously. It is quite evident that 
this technique certainly ought to be productive of very excellent re- 
sults, if other corporations will apply the principles that you have de- 
veloped here in your statement. 

I think you and your associates are to be commended for a very fine 
report. 

{r. Hésert. Mr. Courtney, anything? 

Mr. Courtney. I have no questions, Mr. Chairman, except to thank 
Mr. Atwood. 

Mr. Hépert. Thank you, Mr. Atwood. The committee will stand 
in recess until Tuesday at 10 o’clock. 

(Whereupon, at 12 noon, the subcommittee adjourned to reconvene 
at 10 a.m., Tuesday, April 21, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


TUESDAY, APRIL 21, 1959 


House OF REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE For SPECIAL INVESTIGATIONS, 
Washington, D.C. 
The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 
Mr. Hésert. The committee will be in order. 
Mr. Courtney ¢ 
Mr. Courtney. Mr. Chairman, we have the Lockheed Aircraft 
Corp. this morning; with Mr. Robert E. Gross, the chairman of the 
board, present, and Mr. Dudley E. Browne, the comptroller, and Mr. 
L. Eugene Root, who is the general manager of the missiles and space 
division. 
Mr. Gross has a prepared statement. May he proceed in order, Mr. 
Chairman, without interruption ? 
Mr. Heserr. Mr. Gross, you will proceed, and the members of the 
committee will refrain from interrupting you until you have finished 
your presentation. 


STATEMENT OF ROBERT E. GROSS, CHAIRMAN OF THE BOARD, 
LOCKHEED AIRCRAFT CORP. 


Mr. Gross. Mr. Chairman, members of the subcommittee, and your 
counsel: My name is Robert E. Gross. I am chairman of the board 
and chief executive officer of Lockheed Aircraft Corp. 

As you may recall, it was my privilege to appear before this com- 
mittee in connection with your hearings in 1956. 

Mr. Hépert. May I interrupt, Mr. Gross? 

Mr. Gross. Yes. 

Mr. Hésert. I would like at this time, prior to this statement, to 
put in the record your biographical background. 

Mr. Gross. Yes. 

Mr. Hésert. Also those of Mr. Browne and Mr. Root. 

Mr. Gross. Yes, sir. 

Mr. Hésert. Of course we know who you are and you are on 
record in other hearings, but we want you in this one. 
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(The biographical sketches are as follows :) 


Rosert E. Gross, CHAIRMAN OF THE BOARD OF DIRECTORS, CHIEF EXECUTIVE 
OFFICER, LOCKHEED AIRCRAFT CORP. 


Born in Boston, Mass., in 1897, Robert E. Gross was educated in Massachusetts 
and Rhode Island and is a graduate of Harvard University (1919). 

His early experience was in banking. His first venture into the airplane field 
was in 1928 when he invested in the Stearman Airplane Co. He later organized 
the Viking Flying Board Co. at New Haven, Conn., and was associated with 
Stearman-Varney, Inc., in San Francisco. 

In June 1932, he and others bought the assets of the bankrupt Lockheed com- 
pany, then part of the Detroit Aircraft Corp. He began as treasurer and chair. 
man of the board and became president 2 years later. He became chief execu- 
tive officer in 1956. 

He is a member of many aviation organizations and was president of the 
Institute of Aeronautical Science in 1955. He is a trustee of Penn Mutual 
Life Insurance Co. and a director of Pacific Finance Corp. and Security-First 
National Bank of Los Angeles. 

Mr. Gross is an honorary doctor of laws, a chevalier of the French Legion 
of Honor, and was decorated with the order of Orange-Nassau by the Netherlands, 


DuptrEY E. Browne, Vice PRESIDENT—FINANCE AND CONTROLLER, MEMBER OF 
BoarD or Drrecrors, LOCKHEED AIRCRAFT CORP. 


A native of Los Angeles, Mr. Browne was graduated from the University 
of California at Los Angeles in 1934 with a bachelor’s degree in economics, 

He came to Lockheed as an auditor in 1937. He became chief accountant in 
1939 and controller in 1942. He was named to his present position in 1956, 

Long active in aircraft and financial circles, Mr. Browne is a former national 
president and board chairman of the Controllers Institute of America. 

In 1954-55 he served as a member of the Task Force on Budget and Account- 
ing of the Hoover Commission on Organization of the Executive Branch. 
Prior to this, he had served during 1950 to 1952 on the city of Los Angeles’ 
“Little Hoover Commission” on its task force on budget and accounting. 

He is a California certified public accountant, a member of the American 
Institute of Certified Public Accountants and a past president of the Los Angeles 
chapter of the National Association of Accountants. 

He is now a director of TelAutograph Corp. of Los Angeles and a member of 
the California Bank Trust Committee. 


L. EUGENE Root, Vick PRESIDENT, AND GENERAL MANAGER, MISSILES AND SPACE 
DIviIs1IonN, LOCKHEED ATRCRAFT Corp. 


Mr. Root is an engineering graduate of the College of Pacific and holds 
masters degrees in mechanical and aeronautical engineering from the California 
Institute of Technology. 

He came to Lockheed in 1953 as director of development planning. His 
previous experience included service as chief of the aerodynamics section of 
Douglas—El Segundo and chief of the aircraft division of the Rand Corp., 
where he pioneered generalized or parametric approach to design. 

He has served in many important scientific and technical capacities: adviser 
to the USAF Institute of Air Weapons Research; special assistant to the 
USAF’s Deputy Chief of Staff for Development; chairman of several of the 
National Advisory Committee for Aeronautics’ subcommittees; lecturer at the 
Guggenheim aeronautical laboratory at Caltech; chairman of the aerodynamics 
advisory panel at the AEC’s Los Alamos Laboratory; member of the USAF 
Chief of Staff’s Scientific Advisory Board; consultant to the Assistant Secretary 
of Defense for Research and Development; vice president, Institute of Aero- 
nautical Sciences. 

Mr. Root has been general manager of the missiles and space division since 
1956. 
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Mr. Hésert. All right, proceed. 

Mr. Gross. I should like to voice my sincere belief that the exhaus- 
tive investigation you made then into aircraft industry production 
costs, and profits brought about a clarification and improvement in 
mutual understanding and public appreciation of our efforts and 

roblems. I am confident your inquiries this year likewise will have 
feneficial results, and I should like to express my appreciation for 
being invited to testify. 

Because many phases of your inquiry today concern financial and 
contractual aspects of weapon system management, I have brought 
with me Mr. Dudley E. Browne, vice president; finance controller, 
and a director of our company. My other associate is Mr. L. Eugene 
Root, who is also a vice president and is the general manager of our 
missiles and space division. ‘This is the division of our company that 
has had the principal system management responsibilities and experi- 
ence. 

I hope that among us we will be able to answer any questions you 
may have. I assure you we will try to do so, and if we do not have 
at hand the information you seek, we will provide it later. 

In 1956 we gave your committee a historical review of our com- 

any and its products. I shall not repeat this, but briefly I should 
Eke to bring you up to date on our position today. 

Our company has its headquarters in Burbank, Calif. We have 
four operating divisions and four wholly owned subsidiaries, and 
we own a controlling interest in two affiliated companies. ‘The rela- 
tionships among these units of our company show up in two charts 
which we have prepared. We have included copies of these with 
the statement and have brought two large-size reproductions. As I 
continue my description of our company today, perhaps you will wish 
to refer to these charts over here and we shall be glad to answer any 
questions you may have concerning our organizational structure. 
They are here. 
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The California division in Burbank designs and manufactures 
military and commercial aircraft, including the F-104 Starhghier, 
training planes, antisubmarine warfare planes built for the Navy, 
and the Electra prop-jet airliner. For the past decade it also has 
had a leading role in development and production of airborne early 
warning airplanes. 

The Georgia division in Marietta, near Atlanta, also designs, builds, 
and modifies aircraft, principally the C-130 Hercules prop-jet trans- 

rt that performs varied military airlift missions. This division 
recently began production of a small utility jet transport for military 
and executive use. It operates a $14 million nuclear aircraft test 
center and radiation effects laboratory for the Air Force. 

The Lockheed Missiles and Space Division, with headquarters in 
Sunnyvale near San Francisco, is the missile system manager on the 
Navy’s Polaris. In addition, it is the system manager on the Navy’s 
Polaris. In addition, it is the system manager for the Discover 
satellite series, the Sentry program, and the Midas program, which 
were formerly grouped under Weapons System WS-117-L. These 
are projects being conducted by the Ballistic Missile Division of the 
Air Force on behalf of the Advanced Research Projects Agency. The 
Lockheed Missile and Space Division is also providing a supersonic 
target missile service for the Army and test missiles for the Air Force 
in conjunction with Bomare. 

Our fourth Division, Electronics and Avionics, is one we have 
just launched within the past few weeks in a plan to expand our 
weapon system competence and hopefully to enable us to manufacture 
military and industrial electronic articles. 

Lockheed Aircraft Service, a wholly owned subsidiary, operates 
aircraft maintenance and modification bases in California, New 
York, New Jersey, and Hawaii. The Lockheed Air Terminal runs 
the Nation’s largest privately owned airport and holds fueling or 
consultation contracts at several airports. Lockheed Aircraft Inter- 
national supplies technical assistance for an aircraft manufacturing 
program in Japan and is extending its activities into other countres. 

A few months ago we established a new subsidiary in Mexico, 
Lockheed S.A., to help with a number of activities and plans in that 
country. One of these plans recently materialized in an agreement 
with a group of Mexican industrialists to form an affiliated company, 
Lockheed Azcarate, to manufacture and sell light utility airplanes. 

Our company for many years has owned a substantial interest in 
Pacific Finance Corp., a nationwide automobile and personal loan 
company. And in the past few weeks we have worked out an agree- 
ment to purchase a controlling interest in Puget Sound Bridge & 
Dredging Co. of Seattle, one of the west coast’s oldest and most prom- 
inent shipbuilding and general construction firms. 

The nature of our activities has changed in the past 3 years since I 
appeared before you. At that time we had little more than a foothold 
in development of missiles. In the year that had just closed, 1955, 
such work amounted to 314 percent of our total volume. This year 
our missile and space vehicle work will come to about 40 percent of 
the total. 

While our military aircraft production and employment have gone 
down somewhat, we are still building 10 different models of military 
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and commercial airplanes, and this business is well over half our total | 


volume. 

In 1958 Lockheed recorded $963 million in sales, seven-eighths of 
it to the U.S. Government. Normally our ratio of commercial to 
military work is considerably higher. The reason for the reduction 
in 1958 is that we were phasing out commercial Constellation 
series and had not yet gotten into quantity production on our new 

rop-jet Electra transport. At the year end, 30 percent of our tota] 

acklog was commercial, and 70 percent military. We earned a profit 
of $18.6 million, or 1.9 cents on each dollar. We reinvested 60 percent 
of these earnings back in the business for plant additions and mod. 
I might point out that in these same 3 years our total earnings after 
taxes amounted to just $50 million. 

Total assets were $508 million. These assets were financed by our 
equity capital of $137 million, bank borrowings and bonded indebted. 


ness of $128 million, and other private financing amounting to $243 ’ 


million. 

At year-end we operated 1514 million square feet of factory, lab- 
oratory, and office space—53 percent of it we own or Jease from pri- 
vate owners, and 47 percent of it Government owned. Three years 
ago when I testified the share of Government owned facilities was a 


little higher—50 percent. The Government percentage includes the 
huge Air Force bomber plant in Georgia we were asked to reopen | 


and operate plus a factory in Burbank. 

In these 3 years we have added 2.8 million square feet—almost 2 
million of it built with our own funds and the remaining 800,000 
square feet provided by the Government. In the same period we 
have spent $56 million of our own funds on plant additions, and the 
dollar value of company owned facilities has increased 64 percent. 
I might point out that in these same three years our total earnings 
after taxes amounted to just $50 million. 

As I mentioned a moment ago, about 40 percent of our business this 
year is in missiles and space work. 

Mr. Harpy. I will catch it. Thank you. 

Mr. Gross. As I mentioned a moment ago, about 40 percent of our 


— 


business this year is in missiles and space work—all of it currently | 


performed under cost-plus-fixed-fee contracts because it is still in the 
research or developmental stage. Of the remainder of our Govern- 
ment business, only 10 percent is under CPFF contracts. By far the 
bulk, 90 percent, is under fixed price contracts or those types contain- 
ing an incentive clause that rewards efficient performance and penal- 
izes us for inefficiency. 

That, in a aatahall, gentlemen, is a picture of our company—its 
nature, size, and range of experience. I hope this will serve as 4 
point of orientation for the remainder of my remarks and the ques- 
tions to follow. 

We have had several conversations recently with members of your 
staff concerning the scope and areas of primary interest of your hear- 
ings. These conferences and the memoranda supplied us have indi- 
cated that full and detailed information in all areas of your interest 


. ————— 


would consume hours of testimony. We therefore have concluded | 
that the best course for us to pursue is for me to make a few general | 


comments and highlight those areas in which you have shown partic- 
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ular interest. My remarks today, which will be relatively brief, are 
the only prepared statement we plan to make. The rest of our time 
we believe can be spent most advantageously in answering your spe- 
cific questions. 

First of all I would like to refer very briefly to weapon system 
management. Certainly you gentlemen with your close relationship 
to national defense are thoroughly familiar with the concept of 
weapon system management. 

I would like to offer the overall comment, however, that I believe 
weapon system management probably was inevitable and it is work- 
ing satisfactorily today. Although it admittedly has brought some 

roblems, it has helped our Nation in its efforts to meet the crises of 
the cold air and the spectacular technological gains of the Russians. 

In touching further upon this subject, I shall use as an example 
the Polaris program of the Navy. I have already mentioned that 
we are system manager on three other programs under the auspices 
of APRA and the Air Force—Discoverer and Sentry and Midas. 
Discoverer I and Discoverer II already have been launched into 
polar orbit. Discoverer IT, as you know, still is in orbit. The Sent 
and Midas programs are highly classified and I cannot talk about it 
in open session. However, in closed session, we would be glad to 
discuss the program fully. 

On the Polaris we have served 3 years as missile system manager. 
I believe our experience with it will help clarify some of the things we 
shall be talking about. 

At the outset, I would like to say that it is a mistake to look upon 
weapon system management as something new. We have always 
had it in one form or another, and we must continue to have it. It 
is the proven way of getting a complex job done—hiring a general 
contractor to build a home for us or a caterer to put on a banquet, 
and paying each for the responsibilities he takes over. 

It is obvious that when you are building a weapon, or anything 
else that consists of a number of parts, you must have somebody to 
design the whole thing, get the parts made, put them together, and 
make them work. This job is one of system engineering and system 
management, and the person who does it is the system manager. In 
the case of a complete weapon, it has become fashionable nowadays 
to use the phrase, “weapon system manager.” 

Obviously, this job of weapon system manager has always existed. 
Someone managed weapon development in the past, and that some- 
one was the military service. And it still is. The military thinks 
of a weapon system as a complete fighting unit. In the case of a 
missile system, for example, it would be the missile itself, the launch- 
ing site, the supporting equipment, and the personnel who service it 
and Jaunch it. 

What is new is the extent to which the management for systems 
within the overall weapon program has been delegated to private 
industry. What we really mean by “weapon system management” 
ls that type of program in which a greater part of the managerial 
job has been delegated to private industry. 

I am sure you are aware of the increasing difficulty of the system 
management job. Components and subsystems are becoming so nu- 
merous and so complex that it is getting more and more difficult to 
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fit them together into an integrated whole. Besides this, to shorten | 


time spans from conception to production, we have to do the job 
practically all at once. What we are now doing, and must do, is to 
carry on research, development, and even production planning simul. 
taneously. 

All this makes heavy demands upon the managerial and technical 
skill of the system manager. It rules out, right from the start, a 
lot of companies that simply do not have the required technical and 
mana wer | skills. Nevertheless, the program, among those who are 
qualified to compete, is very competitive indeed. Let me just men- 
tion, briefly, how it does preserve—indeed, even stimulate, competi- 
tion. 

One of the corollaries of weapons system complexity has been 
negotiated procurement. This has come under a great deal of ques- 


tioning recently. There have been allegations that it eliminates | 


competition and tends te shelter companies like ours, which sometimes 
are charged with exercising a monopoly. 

Nothing could be further from the truth. Yet it is true that our 
exploding technology, the cold war, and the international scientific 
race all have combined to introduce a whole new procurement philo- 
sophy. And because it is new and because it has raised questions, I 
feel that it is good to have it reviewed in just such detail as you are 
doing in these committee investigations. ni. 

It is true that the opportunity for open, advertised competitive bid- 
ding unfortunately is lessened under today’s rapidly moving tech- 
nology. It is difficult and often impossible to set rigid procurement 
specifications when the military services in effect are buying scientific 
or technical breakthroughs rather than products. No longer can we 
allow ourselves the time to wait for technology to catch up with a 
set of rigid specifications necessary for advertised bids. 

Instead of going to a company to buy something that already exists, 
the military services more often than not now say “Can you invent 
something that will do this job?” When they do this, they are looking 
for far more than just factories or just machines and equipment or 


the total number of employees the company has. They are looking for | 


a capacity for working out advanced concepts, for investigating and 
testing new ideas, for ingenuity and inventiveness. In short, they are 
seeking brainpower—the output of physicists, mathematicians, 
chemists, scientific and technical and administrative specialists of all 
kinds. 

Even though the services cannot easily advertise for bids in such 
intangibles, they do provide for competition under this new kind of 
procurement. They approach those companies with known capability 





and conduct what is in effect a most searching kind of competition. 
Such competitions may embrace anywhere from a half dozen to 50 | 
or more companies, depending upon the system required. Competi- | 
tors, each with a different background of experience and abilities, 
submit design proposals to solve the problem. Or they may even 
offer a brand new idea to meet the mission requirement. The military | 
evaluates all proposals and selects a contractor. 
Many companies fall by the wayside in the course of such competi- | 
tions. But all have the opportunity to establish their level of capa- | 
bility, and in fact many relative newcomers to the industry have done | 
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go. One of the difficulties we in the traditional aircraft-missile indus- 
try are now facing is the competition of companies from other fields 
that are establishing or seeking to establish themselves in aircraft 
and missiles. . 

Such competition is good. It is inherent in our American way. 
If these companies believe they can beat us out in our own field, they 
are entitled to the chance. We ask the same opportunity to expand 
and diversify ourselves, 

This is the reason, as I have indicated, why we are attempting to 
broaden and deepen our strength. We are trying to qualify ourselves 
to meet this new competition and to handle ever larger, ever more 
complicated systems. Other companies are doing the same. 

And believe me, competition among these qualified companies is 
serious. If it is a competition principally among large companies, 
it is not so by any intention to discriminate. But it is the large com- 
panies, with their wealth of technical resources, that are qualified 
to compete. Some weapon systems are so big that it takes teams of 
companies to handle them. 

Sometimes these competitions involve a high degree of financing in 
advance of obtaining business or repayment of the costs of our design 
work. Lockheed, for example, already has spent over a million and 
a half dollars on studies and testing of a supersonic transport design 
in hope of selling the idea to the Armed Forces. We know we have 
a half dozen competitors. We have spent another half million on 
studies and designs that we hope will help our team of companies to 
win an important airborne early warning development order. There 
are at least half a dozen other industrial teams in the race. Other 
large sums have gone into a nuclear propelled aircraft proposal and 
on an air launched ballistic missile proposal in competition with 
other companies. 

I dont want to give you the impression that these are all-or-nothing 
gambles. But the costs are so high and the frequency with which we 
must enter competitions to maintain business volume is so great that 
few private companies have the ability to tie up such sums for pro- 
longed periods. Recognizing the problem, the armed services some- 
times contract: for feasibility studies and even design proposals. 

As you know, we are reimbursed indirectly, at a later date, for pro- 
posal costs through allowances of certain research and developmnet 
costs in our overhead. 

But if we exceed the amount provided in a feasibility contract in 
offering a brand new concept or in our desire to win the order, there 
is no reimbursement of the extra sum. This was the case on our 
recent nuclear aircraft proposal. 

And the indirect reimbursement of proposal costs is only to the ex- 
tent that we can cover our overhead costs by a continuing volume of 
military business. If our military business declines, then the over- 
head portion grows so large as to effectively price us out of future com- 
petitions. Believe me, this risk is real for companies in an industry 
with such a peak-and-valley tradition as ours. 

It is true that reimbursement of costs of unsuccessful proposals 
tends to favor those companies who are able to maintain their mili- 
tary programs by means of repeated success in competitions. But 
this is no different than in our civilian free enterprise system, where 
expenses of unsuccessful bids are borne by customers who contract 
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for services and where risks are always greater for companies seeking 
to compete against established firms. 

This is a two-way street. Frequently companies like ours invent 
a device or come up with an article useful in filling a military role, 
We have developed and built our Electra and JetStar transports, for 
example, entirely with our own funds. The Navy found that with 

me, modifications the Electra becomes a fine antisubmarine patrol 
aircraft. And we are offering both planes to perform other important 

ilitary,maissions. In these cases there is no reimbursement of our 
development costs except as they are included in an off-the-shelf 
livery, price. and borne by both military and commercial customers, 

I want, to.sttess that the weapon system concept does not rule out 
the.small company jor, the newcomer to the field. It does require him 
to. demonstrate, some,eyidence of capability before he can hope to 
Win,a race. There are,many, ways he can do this, and one is by gain- 
ing, skill, ability, and strength as a member on somebody else’s team 
ar even as a subcontractor, ; 
~ This, it seems to me, IS the very essence of competition. It is com- 
petition that earries,adl the, way.down the line through subcontractors 
andsupphers, .).... 4/1 ; eqort 10 229iti2! 

;, Now, peEHAPS would be, helpful if Lpyere,tooutline the develop- 
ment,of one,of,our system management, programs, the Polaris, to 
given clearer idegjof hoyy these things work, the. way, eompetition de- 
ve OP and, the extent,to, which.it operates; qirt09 | 

o Lhe, Polaris idea, grew like; 'Topsy,,; As far; back as}, December 
1955, the. Navy announced jit..was interested.,in.a/ fleet, ballistic: missile 
with 4,500-mite range.,,.ly Navy. thinking, it: was, to bea surface-te- 
surface missile, ship lannched, and.,liquid propelled... It! thoughtat! 
could develop, it,in conjunction with the Army. .J upiter system, using 
Jupiter components and systems. 10 
» Karly,in 1)56.the Navy decided that liquid fuel, with its complicated 
handling problems, looked, more and more unsuitable) for shipboard: 
use/; Beyond.this, the outlines of a totally new concept were beginning 
to,appear——the breathtaking possibilities of a missile launched under- 
water from hidden submarines. Such) a. weapon could revolutionize! 
our whole defensive strategy.,, Atomic submarines: with almost: un- 
limited, range, roving the, world’s oceans, could provide mobile: bases 
fox the Jannching, of missile-borne atomic warheads. Using the great: 
ocean mass and even the polar ice caps as shields, :this: submarine) 
missile;weapon could bring within direct range of attack virtually:all 
important military targets. And: it could do it with almost complete) 
invulnerability, slang undetected through the ocean’s depths. 

It was a tremendous idea—if it could) be realized. The Navy: 
brought together an imdustrial; team to make a series of oe 
Studies. | Aerojet-General took over the job of devising a solid propel’ 
lantvengine:: (General Electric ‘was to adapt its Jupiter guidance 
device’ to meet the additional requirements of a moving launching 
platform. «« : q 

Then the Navy looked around to find someone to study ‘the wholé 
problem; It picked Lockheed ‘to study the ‘over-all feasibility! of a 
solid’ fuel weapon. | | y 
' Why did weget the job? Did we have any competition ? 
The answer to this’ second question is definitely yes. We had to 
battle ‘a number of companies—including two of America’s industrial 
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iants. Both were in on the Jupiter program, Both were very 
anxious to undertake the Navy job. ; ; 

We got it only after a very thorough evaluation. We got it on the 
pasis of our ability. We had a long record of building Navy aircraft. 
And we were among the very few companies in the country at the 
time that knew anything about solid propellants. Not only did we 
know something about solid propellant missiles, we were building and 
firing them in the form of our X-17. Evy 

As a matter of fact, the start of our competence in this field dated 
back to 1953 when a thorough planning study conducted by our man- 
agement identified the solid propellant missile field as the most promis- 
ing for our company. At that time we began pointing our abilities 
and facilities toward it. 

We began work on the X-17 solid fuel missile in 1954 when the Air 
Force decided it needed a reentry test rocket, and we won an Air Force 
competition in 1955. The X-17 was operational in mid-1956, and even 
at the time of first Navy interest, it promised to be successful. 

Furthermore, Lockheed probably knew more about reentry than 
anyone else. This again was because of our work on the X-17. We 
had built nose cones and were accumulating reentry data through 
unique devices. 

Let me remind you that on the Polaris in its early years we 
were dealing with pretty much an unknown quantity. In 1955-56 
nobody knew very much about a fleet ballistic missile. We didn’t 
know how to steer it, as opposed to guidance, and even guidance prob- 
lems weren’t well understood. Nor did we know how to shut off the 
rocket engines. Certainly we didn’t know how to launch it from a 
submarine among ocean currents below the surface or how to counter- 
act effects of waves and wind upon launching. And reentry difficul- 
ties hadn’t been eliminated. 

The problem is much the same as though, before the invention of 


television, someone had come to you and said: “I wan’t some kind 


of a gadget that will transmit and receive pictures through the air. 
I'd like to have this thing work up to a range of 50 miles, and the pic- 
tures must be clear and uninterrupted. And I want it quickly.” 
What would you do? You’d go to the people who had the most 
experience and skill that could help with this sort of thing. That’s 


_ what the Navy did with the Polaris. You could go to tens or 


hundreds of places, if you had the time and money. If from a prac- 
tical standpoint there are only a dozen or so, you go to them. And 
that’s what the Navy did. 

But let me emphasize that this by no means ruled out competition. 
We, ourselves, submitted a guidance proposal which the Navy rejected 
in favor of General Electric. Our proposal was a guidance-computer 
system that would have supplemented the Jupiter guidance system 
with our own controls. But General Electric got this part of the 
Polaris job. 


Even after formation of the Lockheed-Aerojet-General Electric 


_ team, it still wasn’t a closed shop. Of course, when you get'a group 
started on a program of this magnitude, you very quickly build up 
a investment in brains, money, time, and experience, and it’s not 
always easy to change. 











128 WEAPONS SYSTEM MANAGEMENT 


But competition is still inevitable. If someone comes along with 
a better mousetrap, you pick it up and work it into your system, 
This is what the Navy did with Massachusetts Institute of Tech- 
nology. In January 1957, the original Polaris radio guidance 
was supplemented by an inertial system that MIT had been working 
on. And MIT came inasa prime contractor for guidance. 

In December 1956, the Navy formed a steering task group, made 
up of its own people plus others from Lockheed, Aerojet, GE, and 
MIT, to review the program. The task group recommended that the 
Navy build a missile with the Polaris configuration for subma- 
rine launch. The determining factor in this decision was that by 
this time a smaller nuclear warhead was available. Some of the 
earlier proposals—for example, a seven-rocket cluster the Navy once 
contemplated—would have been so large there was considerable doubt 
you could even get them in a submarine, let alone launch them. 

A few months later the Navy accepted the recommendations of the 
steering task force, and we began work with the submarine-launched 
Polaris. We didn’t have a production contract, but some hardware 
was called for. As you know, the program has since been accelerated 
and superaccelerated, and it is now the Navy’s most important. 

I think I may summarize all this by saying that the Navy had a big 
job to do and came to those people who seemed most able to help, 
The program started in a very smal] way, involving research and 
study, and it was modified many times as new developments made 
new concepts practical. As experience grew, the various contractors, 
including Lockheed, who were in on the original work and were per- 
forming efficiently, grew along with the program. 

The important thing to note, I believe, is that the weapon system 
management concept as applied to the Polaris has worked—and 
worked well. We will make our first firing from a surface vessel 
this summer, a full year or more ahead of the Navy’s original time 
schedule. And we shall have our first underwater launching next 
year, some 4 years ahead of the origina] plan. 

At present the Polaris missile team looks like this chart, over here 
on the left, gentlemen. 
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%* SMALL BUSINESS AS DEFINED BY THE U.S. GOVERNMENT: 
COMPANIES WITH 500 EMPLOYEES OR LESS 


iN DECEMBER 1958, 2,898 SUPPLIERS WERE SUPPLYING 
LOCKHEED DIRECTLY OR SUPPLYING LOCKHEED SUBCONTRACTORS 
ON OUR PHASE OF THE POLARIS PROGRAM. SI9 WERE “LARGE” 
AND 2,379 WERE “SMALL” SUPPLIERS. 


78 PERCENT OF THE PURCHASE ORDERS LOCKHEED ISSUED 
DURING THE LAST 3 MONTHS OF 1958 WENT TO SMALL BUSINESS. 


I want to point out that the Navy is weapon system manager for the 
fleet ballistic missile system, which includes the whole program of mis- 
siles, fire control, atomic submarines and navigation, launching equip- 
ment, and support equipment. Adm. William F, Raborn, as weapon 


Cn director, has done an outstanding job despite difficult technical 
problems. 
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Aerojet-General is the propulsion system manager. General Elec. 
tric is the missile guidance system manager. 

As you see from the chart, we are the manager of the missile team, 

There are about 50 principal subcontractors reporting to us, and, 
of course, many others reporting to Aerojet or GE. In December last 
year we had a total of 2,898 suppliers in our phase of the program 
either supplying us directly or our subcontractors. Of these 519 were 
large companies as defined by the Government with more than 500 
employees. And 2,379 were small companies. 

Seventy-eight percent of the purchase orders we issued for the 
Polaris during the last 3 months of 1958 went to small business. True, 
the dollar value of these commitments is small compared with that 
going to large business. But again, we are dealing with very sophis- 
ticated subsystems and components. We must place business with 
those who can handle it, and we know that the funds eventually filter 
out to small companies that supply our subcontractors. 

In selecting members of its subcontracting and supply team, Lock- 
heed prepares a work statement outlining the requirements of the 
study, service, or product it seeks. Then it draws together a list of 
companies selected because of known competence or experience in these 
areas. 

In the case of more or less standard items, to be supplied or built 
to known specifications, such lists are very broad. These companies 
then are invited to submit proposals and bids. 

But for more advanced items, the evaluation of participating com- 
— is chiefly on such factors as how good is the concept submitted, 
10w much imagination does it show, and how soon can it be put into 
workable form. Decisions involve participation of scientists, engi- 
neers, quality control men, financial analysts. The military services 
participate by reviewing or approving the more important selections, 

All of you know, of course, that the managerial and administrative 
services we provide over that part of the program performed by our 
subcontractors yields us a fee. The alternative of having the Govern- 
ment carry out the entire management function obviously would re- 
quire it to set up adequate machinery and qualified personnel. It is 
my opinion that private industry does the job more efficiently. 

For this managerial service over subcontracting we average a fee 
of 2 percent before taxes, or about 1 percent after taxes but still 
subject to renegotiation, This compares with about 3.3 percent after 
taxes on the in-plant portion of the Polaris program. These per- 
centages do not take into account disallowances for certain costs by 
the Government, which reduce the total fee actually received. 

I have indicated that system management by private industry 
seems to be the logical method of handling large programs like 
the Polaris. Certainly it is difficult to see an alternative, unless it be 
returning more direct responsibility for system management to the 
Government. And it is hard for me to see how such a move in any 
important way could bring greater speed, improved efficiency, greater 
fairness, or more reliance upon small business. 

But system management is not an unmixed blessing for companies 
like ours by any means. It puts greater responsibility on us and de- 
mands greater effort. 

It means a development of our managerial skills to meet the com- 
plex problems of relating all the parts to the whole and of supervis- 
ing an ever-increasing volume and variety of work. In one system 
we at Lockheed are proposing, for example—an airborne early warn- 
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ing system—although the unit weapon would cost about $6 million, 
we plan to build only about $2 million worth ourselves. Neverthe- 
less, we will have to provide managerial control over the whole. 

It means, too, a constant increase of our technical and scientific 
skills and the recruiting of very high-level scientific talent to plan 
and coordinate the technical aspects of these new systems. About 
one-tenth of all our employees today are college graduates—three 
times the proportion of just 5 years ago. 

The financial burden, too, is great. We require new and larger 
facilities, research centers, research and test equipment. In the Mis- 
siles and Space Division, just a little over 5 years old, less than one- 
third of the facilities have been provided by the Government. 

And there are great internal organization problems—problems of 
building self-contained units within the company to handle weapon 
systems, with such resulting difficulties as the problems of trans- 
ferring skills from one project to another. 

None of these problems is insoluble, of course, and we feel we ure 
coping with our enlarged responsibilities successfully. We at Lock- 
heed are doing this in various ways I will not take the time of this 
committee to detail. But in general we are rounding out our com- 
petence in those areas in which we feel we need greater technical 
abilities, we are constantly striving to improve our managerial 
strength, and we are seeking new markets in such areas as electronics, 
nucleonics, foreign technical assistance and manufacture, and even in 
such seemingly remote areas as shipbuilding. 

May I take a minute to explain why we are doing this? Certainly 
it is not by accident. We are planning diversification in order to 
safeguard our long-term position. 

This chart here, I think, demonstrates rather clearly why we must 
seek new markets. In order just to maintain our present position in 
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the economy, our growth should at least parallel that of the gross 
national product, which is increasing at a rate of about 3.25 percent 
a year (the red line on the big chart). To assure corporate health 
comparable to that enjoyed by other industry, it should be much 
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higher. The average rate of sales growth of the 38 largest U.S, in- 
dustrial companies over the past 30 years was about 9 percent a year, 
We feel this is a reasonable target for us. That is the top line. 

But our studies indicate that Department of Defense expenditures 
can be expected to increase no faster than only 2.75 percent a year, 
That is the bottom line. And, of course, with any decrease in inter- 
national tension, it is always possible that these expenditures may 
decline. 

In any event, we cannot reasonably expect to gain for ourselves a 
greater share of this defense market. Our present share is about 
7 percent, and we believe, in view of our past experience, regional and 
community pressures, and the highly competitive nature of the busi- 
ness, that we cannot significantly increase this figure. 

The alternative is to broaden into nondefense work. If we do not, 
we will find ourselves falling behind the growth rate of the economy, 
We, ourselves, will have idle facilities, a reduced work force, and less 
capacity to contribute to the defense effort when we are called upon 
to do so. 

Now, gentlemen, that concludes my opening statement. Before we 
get into the detailed questioning area, however, I should like wo sug- 
gest that you may find it helpful to view a motion picture of the 
fleet ballistic missile system and its progress to date. I feel sure it 
will give you a graphic understanding of a typical weapon system, 
the teamwork that goes into its development, the SompreEne of the 
effort, and the competences required. More importantly, it provides 
a good basis for appraisal of the effectiveness of this system for 
getting a difficult job done efficiently and on time. 

This film, which we prepared as a progress report for the Navy, 
is classified secret, and your committee would be required to go into 
executive session to see it. 

If I may respectfully do so, gentlemen, I would like to suggest that 
this be done. I am sure it will make clearer some of the things that 
we have touched upon sketchily this morning. 

Mr. Hésert. Thank you very much, Mr. Gross. 

The committee will go into executive session. 

However, not to disturb the audience and visitors and people here, 
the committee will retire to Mr. Courtney’s room to see this film, and 
then return here. But the continuing session will be executive. We 
will be back in about 20 minutes. 

(Whereupon, the committee retired to go into executive session.) 

At 11:10 the committee proceeded further to open session, as 
follows :) 

Mr. Héeert. Mr. Gross, I would like to ask you just one or two 
questions in connection with your general statement. 

As I listened to your very informative and very persuasive state- 
ment I could not help but think that in this area are we not getting 
ourselves into the single management system concept of a chainstore, 
that finally squeezes out the little drugstore and the little grocery 
store man ? 

Mr. Gross. I hope, sir, you will not come to that conclusion. We 
would perform a great service for us both if we could get the issue 
right out on the table and explain it carefully. 

Mr. Hépertr. That is what we want to do. 

Mr. Gross. Yes. 
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Mr. Héserr. That is right. 

Mr. Gross. I think about this just the same as you do, but I cannot 
reach that conclusion. 

I think we have to have a combination of military management 
and industrial management in these things. Neither one will do the 
whole job. 

I feel that the concept of managerial, technical, financial, super- 
yisorial observation and monitoring of the program by an industrial 
concern like ourselves, and others, does provide a very good business 
opportunity for these other firms. 

We would like to show to you later in the morning and we hope 
your questions will bring out how carefully we do examine the field 
for subcontractors and other suppliers, what rewarding opportunities 
they are given, and at the same time what close scrutiny we make of 
them before a subcontract or a supply contract is awarded. 

Now you make the reference to sort of a monopolistic chainstore ap- 
proach, that freezes out the so-called little fellow. Certainly, the fig- 
ures that we present to you and the experience that we have do not 
bar that out. 

We have, as you saw, thousands of so-called small companies that 
are in che business. 

Mr. Hétrerr. That is today. But I am looking at tomorrow. 

Mr. Gross. As the systems continue and get bigger and more com- 
plex, there will be even more of them, in my opinion. 

Mr. H&zerr. Now, to get the analogy of the chainstore and the 
weapons-concept system which is centralized is a sound business prop- 
gsition, nobody denies that. The chainstore bought its milk, for 
instance, from a dairy when it first started in business and tomorrow 
we will wake up and find the chainstore has acquired the dairy, and 
the little fellow is out of business. The same applies to many 
products. 

Now would that not happen here? You say in your statement 
you are expanding. Now you acquired a shipbuilding company. 
Now that shipbuilding company prior to your acquiring it was owned 
bya certain group of people. 

Mr. Gross. That is right. 

Mr. Hiserr. Now it is no longer owned by those people. It is out 
of business. 

Mr. Gross. No, they are not out of business. They are partners 
with us. And strong partners. 

Mr. Henerr. But you controlthem. They are yours. 

Mr. Gross. Yes, but as a result of our team we feel that we can 
givea broader anda better competence—— 

Mr. Hitnerr. That is right, 1f you cannot beat them, join them. I 
mean that is the position the little business is in. If he cannot com- 
pete, he has to go. He has to fail. He has to place himself at your 
disposal. 

Mr. Gross. I think history will show, Mr. Hébert, that the so-called 
little man under this broader concept is coming out better than he did 
before. I think we can prove that to you, sir, and I believe as time 
passes you will find that to be the case. I know from my own observa- 
tion and experience little companies in the Los Angeles area and in 
the New York and Boston area, that were struggling along years be- 
fore we had this system, are now blossoming out and blooming. They 
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are growing like weeds, because they are getting increased responsi- 
bilities in a broader picture. The whole thing is getting bigger. The 
little man is getting bigger, too. 

Mr. Héserr. You do not read my mail. And you have not writ- 
ten tome. So this is the first time I hear about this great flourishing 
of small business. 

Mr. Gross. I would like to meet some of those fellows, because they 
are growing up and challenging us in many areas. 

Mr. Hésertr. Yes. If we look around we do not see the corner gro- 
cery store any more. We see the big chainstore. We do not see the 
small drugstore. He is gone. 

Mr. Gross. Well, I must tell you, sir, that I feel that we have a 
broadening picture and that all the elements in it are getting bigger 
and stronger, and this applies, I think, to the little fellow, and I be- 
lieve we can prove that. 

Mr. Héserr. Then am I to understand, for instance, in some com- 
ponent part of the missile, and without being very technical, say the 
cone, which you get from small business now, you mean to say you 
are not looking around to either establish your own cone production 
or maybe buy up a little fellow ? 

Mr. Gross. Well, I would like my partner to talk about that in a 
minute. But I will answer first so he will know what to say. 

Mr. Hépert. That is right. I have always admired you for your 
honesty and forthrightness. 

Mr. Harpy. That typifies the kind of performance we have been 
worrying about. 

Mr. H&sert. We have gotten that from the military so long we are 
accustomed to it. 

Mr. Gross. On the contrary, we are farming out more and more of 
this stuff all the time. Instead of making more of it ourselves, more 
of it is going out. We have put on the POLARIS system a good 
deal more than we have kept ourselves. 

Mr. Héserr. Because you do not have the facilities today. But 
tomorrow if you acquire the facilities you will have them and you will 
—- them to yourself. 

Mr. Gross. I am clearly on the record on this, sir, that we must 
broaden our weapons system’s competence. That is right. But I have 
never said that we have got to build everything, because we cannot. 
We are not competent to do it. We do not want to do it. And we 
should not be allowed to do it. 

But we have to broaden our competence somewhat and this in your 
interest and ours we intend to try to do. But never will we 
get to a point where we build everything lock, stock and barrel. We 
cannot do it. We cannot be an IBM—— 

Mr. Héperr. I can understand that. It is the same way with a 
man running for office. I always want opposition. 

Mr. Gross. We have it. 

Mr. Hépert. But I want to pick my opponent. I have been pretty 
successful in picking pretty good ones, too, in the past. 

Mr. Gross. Well, Mr. Root, I am sure, can answer that. better 
than I. 

Mr. Roor. Mr. Hébert, my job is, of course, to step up the man- 
agement aspect of the weapons systems that Mr. Gross has outlined. 
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In order to do a good, clean job of this, we have found that the prin- 
cipal emphasis is on the management aspect of it. In other words, 

ou must gather together the rather large spectrum of talent to be 
able to tell what is going on, and you do not necessarily have to do this 
in shop. As a matter of fact, even with the resources of the whole 
corporation at our feet, if you please, to go into new business, we have 
chosen to hit it right about in the middle or under the middle. 

In other words, half of what we are doing is out-of-house. And 
if you include the small suppliers which we buy from in-house, you 
have 40 percent in-house, on all of the work we are doing. 

I do not think that a prudent business man or manager would try 
to gather to himself all of the capabilities, as Mr. Gross has pointed 
out, because you would have to have so many talents and the demand 
on this in keeping it alive over time would be a fantastic concern. 
So you put your teams together as the occasion warrants. 

Mr. Hiserr. Of course, I do not challenge the prudence of the 
system to the benefit of the individual. The only concern that I 
have is to keep the economy of the country going—share the wealth 
a little bit. I do not want to associate that with the former Senator 
from Louisiana. 

But the expression—that is what I am concerned about. Today the 
small businessman is crying. At least that is what is indicated to 
me. We are having these hearings now to find out. Then we want 
to find out: While today he may be in business, tomorrow he is going 
to be out of business, if he is swallowed up by the big fellow. The 
big fish swallow the little fish. 

Mr. Gross. There is nothing inherent in the weapons system con- 
cept as such that inhibits, rules out or destroys small business. His 
opportunity is there. I think the job is getting bigger and his role 
in it can be bigger. So there is absolutely nothing in the concept of 
this thing itself that hurts him. 

Mr. Heéverr. That is right, in the concept of it I will agree. I will 
not belabor the question here. But again referring, if I may, to my 
analogy, this same Senator from Louisiana that I referred to, when 
he was the Governor of the State used to hold caucuses and everybody 
in that caucus was absolutely uninhibited. He would speak his piece. 
He could advance anything he wanted. There was nothing contrary 
in the concept of democracy in that caucus, but it was controlled by 
him. 

So there is the same system there. The man could speak his piece, 
but when the numbers were rung up, his number was not there. 

Mr. Browne. Mr. Hébert, if 1 may say a word on this? I think 
one of the problems that we have is that we are dealing with the small 
business segment of our life in which the components are ever chang- 
ing. We obviously have an awful lot of small business concerns which 
when they become successful and take part in one of these programs 
drop out of the small business classification. 

In our formative years, in 1936—1932, that is, we were small busi- 
ness. We had less than 250 employees. 

We see this daily, as we look at the records of the suppliers that are 
now classified as small business, whom we see who have by their suc- 
cess moved up—TI do not know wether it is the 500 classification, or 
525. 
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New companies are coming in and they are striving for business, 
They are obviously writing letters. They are beating a path to our 
door trying to get started. But when they become successful, they are 
the ones who get out of the category and you get a new batch of com- 
ponents and a whole new batch of letters, as we do. 

Mr. Héserr. That is right. That is like the reform candidate run- 
ning for office, he is a reformer until he gets in office, and then he has 
ois own machine. 

I think if you trace the history of small business and find out the 
statistics on it—the failures and the bankrupts—the picture is not very 
rosy. 

However, I will get along. 

Mr. Gross, you indicated that you take out 2 percent before taxes, 
as your overall operating fee, in effect ? 

Mr. Gross. Our fee for the managerial service, the managerial fee, 
yes, sir, on the overall program. 

Mr. Hésert. All right. Do you get any other fees? 

Mr. Gross. Yes, sir, we do. 

Mr. Hépert. Come and tell us about that now. 

Mr. Gross. Yes. But I would like to make it very clear—— 

Mr. Hésert. How much does it cost the Government ? 

Mr. Gross. We do not feel it is a fee upon fee. 

Mr. Hésert. How much does it cost the Government ? 

Mr. Gross. We get two kinds of fees. We get a fee for the work 
we do in-house ourselves. 

This is a traditional, normal fee, that is anywhere from 5 to 7 per- 
cent—right, Dudley ? 

Mr. Brown. Yes, sir. 

Mr. Gross. Yes. This we get for the work we do ourselves, where 
we make the stuff 

Mr. Héserr. That is your profit? 

Mr. Gross. Well 

Mr. Hesert. I mean profit on that phase ? 

Mr. Gross. Yes, that is right. 

Mr. Héserr. That is right ? 

Mr. Gross. That is our profit. 

Mr. Hésertr. A production profit ? 

Mr. Gross. That is right. 

Mr. Héserr. All right. 

Mr. Gross. Then because we are, let us say, general contractors for 
other part of it that we do not ourselves do but nevertheless have to 
supervise, monitor, and watch, we get another kind of a fee, a separate 
fee 

Mr. Héserr. Two percent ? 

Mr. Gross. That is right. 

Mr. Hésert. So in other words, you get 8 percent ? 

Mr. Gross. No, we do not. 

Mr. Harpy. You get 8 percent on what you do in your own plant? 

Mr. Gross. No, we do not get anything on what we do in our own 
plant. We get the 5 to 7, yes. 

Mr. Hépsert. All right, the 5 to 7. 

Mr. Gross. We do not get 2 percent on top of that for what we do 
in-house. 
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Mr. Hépert. Let us talk about what you get, what the contract says. 
To hear you, you said you get 2 percent. That really is not an accurate 

icture. You get 2 percent plus the 5 or 7 percent that goes into the 
cash box of Lockheed ¢ 

Mr. Gross. I think Dudley should answer this. This is very clear, 
sir. We are in good shape on this one. 

Mr. Browne. Let us take an example and say we have a contract 
for $100 million and that this is broken up between $50 million which 
is to be subcontracted and $50 million that is to be done within our 
plant. On the first portion, which is to be let outside, our fee is 2 per- 
cent. That is our current fee. That is what we get for our contractor 
relationsip of managing and monitoring the performance of the 
subcontractors. 

On the in-plant side of that, we get the normal 5 to 7 percent fee, 
but the 2 percent is never on top of ours. The 2 percent is only related 
to the out-of-plant work. 

Mr. Héserr. That is correct. I think we understood that. But 
I wanted to get over that your profit rate was not 2 percent—I mean 
your overall profit. 

Mr. Browne. No. 

Mr. Hépserr. Was not 2 percent. It is closer to 9 percent—from 7 
to 9 percent. 

Mr. Browne. Except you have to get a weighted average out of the 
overall thing. 

Mr. He&perr. Yes. 

Mr. Browne. We have one example on that I would like to point 
out. It was based on our third Polaris contract. We had 62 
percent in plant and 36 percent major subcontractors’ fees. We got 
6.6 on in-plant, 2 percent for subcontracts, and the weighted average of 
that produces a 4.7 percent figure. 

Mr. Héserr. On the overall contract ? 

Mr. Browne. On the overall contract. 

Mr. Heéserr. Well, that is understandable. 

You can handle these figures. You can take these figures and twist 
them around and do everything. But when it gets in the Lockheed 
till, the money is in. 

Now this is 2 percent on the overall contract, and it just relatives to 
another company that may get 6 percent overall. But you do get 
2 percent on top of the profit of the sub. 

Mr. Browne. That is our management fee. 

Mr. Héserr. That is correct. 

Mr. Browne. For monitoring. 

Mr. Héverr. That is correct, you get it. 

Mr. Gross. We do not get a profit on the sub. He gets his own 
profit. 

Mr. Héperr. Oh, yes, but if that sub is manufacturing this gavel for 
$10 and included in that $10 price to you as a sub is a $2 profit—I am 
just using these figures to be as simple as I can—you get 2 percent on 
that $2, because you get 2 percent of the $10 product. That is cor- 
rect ? 

Mr. Gross. That is right. 


Mr. Héverr. So you get a 2 percent override on the profit of the 
sub? 
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Mr. Gross. Yes, but we get a 2 percent override on our own, on 
top of what we get. 

Mr. Hésert. You are doing all right by yourself over there. Yoy 
get from 7 to 9 percent—5 to 7 percent. 

Mr. Gross. You know in my paper here I was talking about build- 
ing a building, a contractor building a building. 

Now if you get to put up a building, you have to have a general 
contract. 

Mr. Hépert. We are not disputing that. 

Mr. Gross. And the general contractor probably does something 
himself. He does some of the work himself. He may build part of the 
building. He doesn’t build it all. He gets the steel from somebody, 
he gets the electric light bulbs from somebody, and each of those 
fellows get a separate profit. He gets a profit on what he does, but 
he also gets an overriding profit on what the other fellow does. 

Mr. Héserr. Mr. Gross, we are not arguing about it. 

I do not ask you to defend it. All we want to know are the facts, 
that is all. 

It will be up to us to draw the conclusion. The fact is you do get 
a two—now whether it is right or wrong we are not quarrelling. 

Mr. Gross. Yes. 

Mr. Hépert. We are talking about exactly what the facts are. 

Mr. Gross. Yes. 

Mr. Hésert. You do get a 2 percent override on the total picture? 

Mr. Roor. Only on the part that is subcontracted. 

Mr. Hépertr. We are not arguing about it. We just want to know 
what the facts are. 

Take this gavel, for instance, again: The cost by the sub is $10 but 
he sublet the making of the handle for $5, and in that $5 price was 
$1 profit for this sub-sub. So when the Government finally pays the 
bill, the Government pays not the $2 profit down below, but the $2 
profit plus the 2 percent on the 2 percent on the 2 percent. 

Now that is a fact. I am not saying it is wrong, I am not saying it 
is right or anything, but I just want the facts. 

Mr. Gross. Yes. But there is one thing we must have absolutely 
clear and that is our net realization is not 7 plus 2. 

Mr. Hess. No. 

Mr. Gross. It is 4 plus 6.6. 

So I want to be awfully sure that this is understood. 

Mr. Hésert. We understand. 

Mr. Gross. Because the two percent only applies to what we do not 
do ourselves. 

Mr. Hésert. That is correct. 

Mr. Gross. It is not added on. 

Mr. Héperr. Not on the total contract you mean to say ? 

Mr. Gross. That is correct. 

Mr. Héserr. That is right. 

Mr. Gross. That is the point. 

Mr. Héserr. But your 2 percent is added to your own production, is 
not, to what you do produce? 

Mr. Gross. No. 

Mr. Hésertr. We are trying to clear it up. 

Mr. Browne. Mr. Hébert, if I may add one more thing in this par- 
ticular area? The problem in negotiations is trying to determine 
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what the content of the managerial area is on one of these contracts 
and what is the inplant effort. 

What we have done in using this 2 percent-6.6 percent concept is 
that because we have changing degrees at each stage of the program 
of inplant and out-of-plant work as we get more and more into pro- 
duction and away from the research and development stage, we resort 
to this 2 and 6.6 in order to gage the changing content. 

As we get to the hardware stage, more and more moves out into the 
subcontracting effort. Thus, our fee goes down more from the 6.6 
over in the 2 percent area and our overall take is balanced on that 
basis and put in a composite fee. Now we could do this all at the start 
in a composite fee and just say that the content of this job is such 
and we have one rate. But because the job changes inplant and out- 
of-plant effort, we set up this method of measuring the extent of our 
managerial fee—how much are we working with outsiders. That is 
only the point to which we put the 2 percent. It is never applied to 
our inplant work. 

Mr. Heserr. I understand that. Of course, I know you were not 
here the other day, but Mr. Courtney pointed out something that was 
very interesting when your competitors presented the broken dollar, 
to show how much was going to the little man and how much to the 
company. It was purely coincidence, I am sure, but, in the chart pre- 
sented, God was on the side of the company and trust was the only 
thing left to the little man, 

Mr. Harpy. Mr. Chairman. 

Mr. Héperr. Yes. 

Mr. Harpy. If I might follow this question of where you apply 
these percentages, assume that a certain component is brought from 
a subcontractor. In the procurement of that component, you would 
apply the 2 percent, is that right? 

Mr. Gross. Yes. 

Mr. Harpy. Well, now, when that component is fabricated in your 
own plant into something else, doesn’t that indicate that you will get 
the 5 to 7 on the component also 4 

Mr. Gross. No. 

Mr. Harpy. Because it becomes a part of what is fabricated by you. 

Mr. Gross. Assembled by us. 

Mr. Harpy. All right, assembled or fabricated. You might have 
some of both, might you not ¢ 

Mr. Gross. Anyway, we don’t get it. 

Mr. Harpy. I don’t know how you could separate it. It is going to 
take a high-powered accountant to keep that business separate. 

Mr. Gross. No. 

Mr. Browne. That is the way we do it. We keep it segregated, 
the out-of-plant cost from our inplant cost. 

Mr. Harpy. Even when your out-of-plant item is incorporated, 
sometimes even fabricated, I suppose, rather than merely assembled. 
I think there is a distinction there; isn’t there ? 

Mr. Browne. Well, you have raised a technical question. The way 
in Which we actually do it is that we segregate our inplant work from 
our out-of-plant work, and the profit percentage which is available 
to us for inplant work applies only to the labor and the material and 
the overhead which we have within our own organization, 
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We have a separate classification, called direct charges, from which 
our subcontractor’s input is made, and that is the one that we can put 
the 2 percent on, and the other segment carries the full inplant profit 
There is never any overlap. 

Mr. Harpy. I am at a loss to understand why there wouldn't be, but 
anyway, I won’t pursue it now. 

Mr. Hésert. I just want one other question, 

Mr. Gross. I think you would be quite satisfied with our procedures 
if you could go into them in detail. I think you will be quite satisfied 
on this point. 

Mr. Heéperr. I am sure you all understand that when Mr. Hardy 
was speaking and said fabrication, he was talking strictly to the prod- 
uct and not the testimony. 

Mr. Gross. Sure. 

Mr. Héserr. Now, you are charged with the responsibility, of 
course, of administering the entire contract, under this concept, and 
you are charged with the responsibility of determining or ascertaining 
whether the figures and cost of production are accurate; is that 
correct ? I mean from your subs? 

Mr. Gross. We choose, as I put in our paper today, to pick out the 
Polaris as the typical example of how this thing works. We think it 
is about the best example because in addition to being about the most 
vital project around these days, it is working well, we think. 

Now in the Polaris scene, the Navy Department actually is the over- 
all weapons system manager. The project office of the Navy has the 
overall responsibility for not only the missile, but the guidance, the 
submarine, and everything connected with it. 

Our end of it is limited to the management of the missile system. 

Now, when you talk about our responsibilities under our part of the 
show, we do have responsibilities for the selection of the subcontrac- 
tors, for the placement of the orders, and for monitoring their prog- 
ress—not only technical, but also financial. And we do that. 

Mr. Hépzerr. Now, that is the part I wanted to develop. 

Mr. Gross. Yes. 

Mr. Heépserr. We are not talking about the technical people. We 
are talking about the financial people. 

Mr. Gross. Yes. We will give you a good story on that. 

Mr. Heéverr. All right, let’s hear it. 

Mr. Gross. Now, let the other fellows chime in here. But just to 
start it off. When we pick out the area of stuff that is going to be 
subcontracted, we go through a very elaborate procedure to select the 
subcontractor in the first place. 

We run a real competition for those boys. It takes us weeks some- 
times to actually select and get a subcontractor on the line. 

In so doing, we have our financial experts, our budgetary people, 
our contract people, as well as all of our technical people, in on the 
show. They make field visits and we evaluate these fellows all the 
way around the course. 

hen before we actually give the contract, we have to put it up to 
the contracting officer of the service—in this case it happens to be the 
Navy—and he has to approve it. That is the basic contract in the 





first place. 
Then after the show is going and the fellow has got a contract and 
he is working, we have periodic reviews as to how he is doing. If we 
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see something that makes us think that he is going to have an overrun, 
we are all over him like a spread eagle. And we have done that. 

Now, I don’t want you to think that we just pick out a subcon- 
tractor and sign the book and then forget him. 

Mr. Hésert. No; that is not the question. 

Mr. Gross. We follow up on those fellows real hard. ; 

Mr. Héserr. I admit all that, but how about when you get the bill; 
what do you do? 

Mr. Gross. That is what I say. 

Mr. Héserr. Wait now. When you get the bill. He hands you the 
bill to pay. P 

Mr. Gross. We try to get him before the bill comes in. If we see 
that he is going to have an overrun, we try to get in and get his costs 
cut down. 

Mr. Héserr. I am afraid you miss my point. 

Mr. Gross. Oh, I am sorry. 

Mr. Heserr. I am the prime contractor, and I say to you, “Mr. 
Gross, I want a fine suit of clothes.” You are in the clothing busi- 
ness. Now I am not paying the bill. The Government is paying it. 
My friend Hess is paying the bill. He is the top man. And he has 
given me this contract to produce this suit of clothes. I got to super- 
vise the cloth that goes into it, the tailoring and all that sort of 
thing. So I am responsible for this suit of clothes. But I tell you, 
Mr. Gross, “Now you have a fine tailoring shop and you make the 
pants—not too long, but make the pants.” 

Then I go through all these diligent endeavors and find out about 
everything before you do anything because 1 know you are a good 
tailor. Then when Mr. Gross comes to give me the bill, he hands 
me a bill for $75. I have supervised—wait. Bear out with me. 

And I look at this $75 bill and I say, “That is pretty high now. 
Let me see your invoices about this material and time that you put 
in there, to see if the $75 is justifled.” Can you do that ? 

Mr. Gross. Well, in the first place, I want to say that before you 
ever buy the pants from me, you would make me give you an estimate 
as to what they are going to cost and I give you that estimate. 

Mr. Hénerr. We admit all that. 

Mr. Gross. Yes. You don’t give me the order unless you have 
previously gone into my records and seen that you think that I am 
going to make a good performance. So you give me the order. 

Then I produce the trousers and when I bring them around to you, 
if I have an overrun of if the bill is higher than the $75, yes, I expect 
you to use your influence to get me to reduce my——— 

Mr. Héserr. But do I have a right to look at your invoices to see 
if you are actually charging the correct amount ? 

Mr. Gross. I think I know the answer to that, but I am not sure. 
So I will ask Dudley toanswerthat. I think I know. 

Mr. Héserr. All right. 

Mr. Browne. Well, the whole background of our setup is first to 
establish that the subcontractor has proper managerial controls that 
will produce proper cost figures to support their negotiations and can 
be verified by auditors if necessary 
_Mr. Heénerr. The only question I am asking you is do you have a 
right or the authority to examine or audit the books of the prime 
In that connection alone ? 
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Mr. Gross. You mean books of subs? 

Mr. Hépert. Of the subs. 

Mr. Browne. Let meexplain how we have done that. 

Mr. Héperr. You either do or don’t have it. 

Mr. Browne. Well, the Government has the right to do it. 

Mr. Hésert. That is exactly the thing. I know the answer. I am 
trying to get your answer. 

Mr. Browne. May I explain why it has happened? The auditing 
of the subcontracting invoices is about 75 percent of the job of trying 
to determine what the accounting policies of the subcontractor are, 
whether they are reasonable and whether they are applied consistently 
to all of their business. 

The result of this means that if we, as Lockheed were to go into a 
subcontractor as well as General Motors and North American and 
somebody else, 75 percent of the job would be duplicated by each one 
of these groups going in and trying to get the overall policies. 

Back in about 1947, when we came out of World War II, under the 
simplified audit service, we stopped all of these repeated visits of all 
of the auditors going in and we picked the cognizant audit service for 
each of the individual major subcontractors. 

The result of this is that whereas we are responsible for the actual 
negotiations as to whether the costs are reasonable, whether they are 
properly incurred, we do rely upon the audit service of the Govern- 
ment to determine whether the costs were actually incurred. This is 
just the mathematical computational side. 

But we still have the responsibility of determining, even though the 
costs were expended, whether it was a good job or an unreasonable job, 

Mr. Hésert. But you do not have the authority to audit those 
books ? 

Mr. Gro. s. That is right. 

Mr. Browne. That is right. 

Mr. Héserr. That is what I have been trying to get at all the time. 
You do not have the authority. 

Mr. Gross. No, but, Mr. Hébert, one thing we would like to say on 
this point—I know what you are getting at exactly. 

Mr. Heéperr. Yes, we have heard of General Motors, too, since you 
mentioned it. 

Mr. Gross. While we don’t have the authority to plow in there and 
examine everything, from a practical standpoint in many instances we 
accomplish this because human nature being what it is and competition 
in business being what it is, if we have a relationship with a subcon- 
tractor and something we think is going to go sour, the chances are he 
is willing to cooperate with us and try and get his costs down because 
he knows if he fails on this one, he isn’t going to get more work. 

_ Mr. Héserr. We are not arguing about that. I am just pinpoint- 
ing 

Mr. Gross. We do not have the right. 

Mr. Hépert. You have the responsibility but not the authority? 

Mr. Gross. That is right. 

Mr. Browne. I have to back up on one point. Where there is a 
cognizant audit service, we do not have the right to do it. That has 
been delegated to provide one uniform approach. That is not. re- 
stricted to us in the smaller areas where there is no cognizant audit 
service. 
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Mr. Hésert. As a matter of fact, in your prime contract the clause 
is written in it, that the Government alone can go behind the audit, 
isn’t that true ¢ 

Mr. Browne. I don’t believe it is. 

Mr. Harpy. I don’t think it says alone. 

Mr. Héperr. Not alone. Maybe not the word “alone”. But cer- 
tainly in previous testimony here by another company, the clause was 
read to us. 

Mr. Browne. Maybe it is because of our commercial relationships, 
but we have relationship with some of our contractors where we get 
in dispute over the accuracy of the costs, that we have insisted as an 
aid to the negotiations that we will see those costs or else we won’t 
negotiate their prices. 

Mr. Hésertr. That is good management. That is fine. But I am 
talking about the facts, again. 

Mr. Gross. We don’t legally have it. 

Mr. Héperr. You don’t have the authority. 

Mr. Gross. But it isn’t quite as bad as you think because we do ac- 
complish practically the same thing. 

Mr. Héserr. I take your word for it, it is not as bad as I think. 
But you haven't been sitting on this side of the table as long as we 
have and found out some of the things that we have. That is the rea- 
son we are asking these questions. 

Mr. Gross. Yes. 

Mr. Harpy. Mr. Chairman, may I follow up? So your responsi- 
bilities to determine that the price is a proper price relies upon a de- 
termination that estimates are proper, because your price determina- 
tion is based on estimates rather than on any real audit or account- 
ing, that is when you are dealing with your subcontractors, when 
you are negotiating a price with your subcontractors? Your price 
is based on estimates rather than on any actual figures. 

Mr. Browne. When we start out, Mr. Hardy, on an R. & D. type of 
contract, that is, where you are saying it is based upon estimates with 
no previous cost experience 

Mr. Harpy. That is right. 

Mr. Browne. Our approach to that is to balance the subcontractor 
with our own estimates of what it will take a reasonably competent 
man. 

Mr. Harpy. That may be, but still it is based on estimates and un- 
less somebody does an auditing job somewhere along the line, there 
isn’t any way to determine whether or not your estimates are valid, 
except your own experience. 

Mr. Browne. I want to point out, Mr. Hardy, that whereas we 
start with a basic estimate, we have set up our subcontractors in such 
a way that we get at least monthly reports and in many cases weekly 
reports as to exactly what they are spending. And these original 
estimates must be revised upward or downward periodically to take 
into account the subcontractor’s actual work. 

Mr. Harpy. But since he is working on cost-plus-fixed-fee also, 
they don’t have too much incentive to reduce their costs either ? 

Mr. Browne. Let me take one example that has occurred in this 

articular area. One of our subcontractors experienced an overrun. 

e looked at it very carefully and determined that 75 percent of that 
overrun was in the area of poor management and only 25 percent in 
the area of additional work done at our request. 
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Mr. Harpy. But you were looking at the case where you had ap 
overrun. And that was where your estimate had been low, but may- 
be your estimates have been high in some other cases. 

Mr. Browne. I wanted to complete from the standpoint of what 
actually happened. When we went to this subcontractor, under the 
threat of discontinuation of business, we convinced him that on the 
75 percent he should have no fee whatsoever, on the 75 percent of the 
overrun. Therefore, his overall fee upon this contract that he has 
prepared to date was lowered by our own negotiations, that is, our 
refusal to give him fee on work that we thought was not the result 
of proper effort. 

Mr. Harpy. That is because you found that he had been operating 
inefficiently. 

Now if your estimate that you started with had been on the low 
side and he had been making some rather fantastic profits and hadn’t 
been experiencing an overrun in costs, you might never have to found 
it out. 

Mr. Gross. Pardon my saying it, sir. I don’t see how that could 
take place. 

Mr. Harpy. I should have said if the estimates had been on the 
high side. 

Mr. Gross. All right. 

Mr. Browne. I think you understand, Mr. Hardy, the point—and 
I want to put it out to be sure that we do. 

Mr. Harpy. Yes. 

Mr. Browne. The fee is based upon the original concept of the 
work. If any overrun is experienced, the dollar amount of the fee does 
not change. The result of it is since more dollars were expended in 
relation to the fee, the subcontractor’s rate goes down. 

The only way that he can get a higher percentage of fee under a 
fixed-fee contract is to lower his costs. 

Mr. Harpy. I am not talking about the fee at the moment. I am 
talking about the total cost that is involved. You negotiate a price on 
the basis of a higher estimate, he might be able to accomplish an 
awful lot of economies within his process. But unless he runs over 
and actually exceeds the estimates which you have established to start 
with, you are not going to find out the areas where he is inefficient. 

Mr. Browne. We find it out, I believe, by our periodic visits to the 
individual’s plant. Under our concept of our team management of 
subcontractors, this team that we set up originally, was to determine 
the selection of the contractor. 

Mr. Harpy. That is good theory, but I am not at all sure that we 
have any basis for it. In fact, it may be that you do have a basis in 
fact in your own operation. But certainly there isn’t anything in- 
herent in this program that would stimulate that kind of a proposition 
or to give any reasonable checks to assure that would happen. 

Mr. Gross. Now, sir, if I may say something to that? 

A great deal of this question that you raised comes out of the com- 
petence of the weapons system manager in selecting the contractor in 
the first place. 

And also being sure that his estimates are realistic, that the Gov- 
ernment is getting value received, and we have a doublecheck on that 
because we have to submit these proposals to the contracting officers 
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and the contracting officers are living with these fellows all day long 
and they know what their costs are and what their overhead 1s. _ 

Mr. Harpy. I wish I could feel confident about this competency in 
that field, Mr. Gross. 

Mr. Gross. They are living with them daily and I think they must 
know it. 

You have a doublecheck here. You have our reputation and our 

ability to squeeze these fellows and get the best bargain we can and 
you have your contracting officer to back us up. 
“ Mr. Harpy. We may have your reputation and your ability, but 
again I submit that we do not have the normal incentives that we ex- 
pect in business under our private enterprise system. You don’t have 
the incentives under this contract, notwithstanding these very fine 
statements that you have made. This is not disparaging of your 
company or of your management. But it is of the system, and I ven- 
ture to say that if you analyze this whole program from an objective 
point of view, you must recognize that the incentives which are nor- 
mally expected of free enterprise in our competitive system, are 
missing in this arrangement. And I have a hard time understanding 
how you can contend otherwise. Let us analyze one of them just for 
a moment. 

I didn’t mean to get off, Mr. Chairman, and take the floor from 
you. 

* Now you made a statement a while ago that there is nothing inherent 
in this system that adversely affects small business, 

Mr. Gross. Small business. 

Mr. Harpy. Yes. All right, let’s talk about that for just a moment. 

Now I would like to find out what there is inherent in this system 
that promotes small business. To start with, you have a single man- 
ager concept. You have the right of choice of the contractor, yourself. 

The only incentives that I know that are in this system for you to 
employ small business are cases where it is to vour advantage to do so. 

There isn’t anything here that gives small business a normal com- 
petitive opportunity to get this business. 

Mr. Gross. Of course you do understand, I am sure, don’t you, that 
in all of our contracts we practically have to agree to give small busi- 
ness a portion of it. You understand that. 

Mr. Harpy. I understand that. But I am not at all sure that it 
works very well. I have been through some of that. 

Mr. Gross. Oh, it has to work. 

Mr. Harpy. Mr. Gross, I have seen it from the practical side, from 
the stuff that comes across my desk, just as Mr. Hébert mentioned. 

This isn’t disparaging to your company, but I am talking about 
the system. And I fail to see anything in here that really provides 
any protection for small business as such, except that which is ac- 
corded under the benevolence of your management. 

Mr. Browne. Mr. Hardy, I would like to deal with one portion of 
that. Our utilization of small business—and here I say small business 
only in terms of the 500-man situation—has been rather persistent 
and consistent, whether we are in Government business or in private 
business. And I think I can state that against our background of a 
30-percent backlog for commercial articles. 

Mr. Harpy. Yes, but don’t misunderstand me. I am not criticizing 
your firm or your background or its history, and the reputation which 
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it has built. I am talking about a system and I am trying to keep 
our discussion on the basis of this system. 

Mr. Browne. But you were asking whether we had any incentives 
to place it out to small business. 

Mr. Harpy. Yes, sir. 

Mr. Browne. The incentive to us comes very easily in three areas, 
We look at these requirements to see what we want to put out. 

Now the compelling thing in most instances is: These orders require 
capital to process, they require equipment and they require labor, 
They can only be done if you have a consistent volume to make that 
a reasonable operation. 

Now we can look at any one of these items on the Polaris, for ex- 
ample, and if we need only 10 of them and they can only be produced 
within a 1-month area but we know that there is a small business con- 
cern on the outside that is producing these for 20 large companies and 
has a going operation on that, there is no incentive for us to hold that 
in plant and make the capital expenditure, which is a one-time effort, 
to acquire the employees, with all the costs of hiring employees, and 
build up this one-time effort. 

We try to rely upon the established industry to avoid the risk and 
the added costs of this up-and-down procurement. 

Mr. Harpy. Well, of course, I don’t know what percentage of your 
subcontracts would fall in the category of items which are a one-time 
shot and which represent a product which is currently being produced 
by a small business firm already in operation. I don’t know what 
percentage of them fall in that category. But I would suppose that 
perhaps the percentage isn’t too high and that there are a lot of areas 
in which procurements might be made from small business but which 
your management might decide made good sense for Lockheed, itself, 
to produce. 

This isn’t critical. Iam talking now actually about the incentive of 
the system, rather than what Lockheed’s practice are. 

I don’t see where your incentive comes except in that case that you 
just mentioned, and I can see an incentive there, where it is a one-shot 
proposition, where you wouldn’t have any continuing advantage if you 
entered into it. I don’t think Lockheed would be stupid enough to 
put the tools in there unless Uncle Sam was going to pay for them. 

Mr. Hésert. All right. Mr. Hess? 

Mr. Hess. I have just a few questions, Mr. Chairman. 

It is with reference to this small business matter. 

Mr. Gross, in your statement you mentioned that there were 50 
principal subcontractors. Are any of those 50 principals considered 
small business? 

Mr. Gross. I think so, yes. 

Mr. Hess. Are they ¢ 

Mr. Gross. I believe so. We havea list. 

Mr. Hess. I was going to say: Would it be asking you too much 
to put them in the record? I am referring to the 50. You say “4 
largest among 50 principal subcontractors,” and you name them. 

Mr. Gross. Precision Technology is a small business. 

Mr. Hess. There are some small ones ? 

Mr. Gross. Yes, sir. 

Mr. Hess. If it isn’t asking you too much, would mind puting them 
in the record, the names of the companies ? 


Mr. Gross. We will. 
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(The information referred to follows :) 


Memo From H. M. CONNER 
APRIL 23, 1959. 
Herewith are the names of the 50 principal subcontractors to Lockheed on 
the Polaris program. Forty-six are listed on first attachment and four are 
jncluded in the chart. 
Those in the small business category are marked (8S). 



































Company Product 
1. Magnetic Amplifiers (S) seal Sequencer. 
2, Servomechanism__-_ ... Flight control system. 
a emeeg TOO) OG. 6.ccuucconcnes ... Automatic checkout equip- 
ment consoles. 
“ah ge ES es CL | ne. Ae en aie em cS Magnetic tape recorder. 
gD Se ee Laan Cee e oa eee Sk T Voltage digitizer. 
6. Loewy-Hydropress___------- his Ship motion simulator. 
OT ES CY: 1 | a ce eae eae ae Umbilical cables. 
8. Intercontinent Engineering (S)-------------- Engineering services. 
EE, BARREN CIOs (00D iicic tics nts cede perm nite Heat blankets. 
Drank Instone (8) ......<......... i... Radio frequency hazard stud- 
ies. 
UNE aT eres faves Training of personnel. 
REN | SN LEED a acicsnissc ioapslinie igs emteeni tenet tactical et Noise interference. 
18. Electronics Engineering (S)-------------~--. Time and frequency digitizer. 
i OE SON Sc Sireseric enseserncoces erento esinuessesesabeasaterababaes Power supply. 
15. Wheeler-Fairchild (S)-~----------------_---- Magnetic memory drum. 
16. Daniels Engineering___._--_-_______-_-___--_- Commutator test program. 
7 American Laboratories. .....qdendtnnaccacimnnnne Evaluation testing. 
EIN NE ine'conrin in nds costes Sa hiiecielindbaeaiaab nine” Command receivers. 
eB  ) ane Se ec eine Snes Training panels. 
og SS eee eens Seemann nn Rees aes Voltage digitizer. 
et IO CRONIN ciccninicnciediecmeluciineiwsaibionigael Checkout equipment. 
ee Sy | | a eee ee Temperature control unit. 
ys GL) a i re aaa eee Beryllium fabrication. 
Proenre SeesCErCn (9)... sencanmennnmnccees Beryllium—zone refining. 
25. Dow Chemical Co___-_ ---. Beryllium fabrication tech- 
nique. 
26. Nuclear Development Co_...--..-..._-.-__-- Transpiration cooling. 
ee meer See Sahat Gas generating system. 
i at ns cds gweeona etiieienigesriniaied Do. 
Pree SOORTN (B) cies Modification of wind tunnel. 
80. Warren Alloy (S)--------- . Temperature control. 
SS a ee --. Beryllium billets. 
SP EREEES PRITCTOLS OED. csinnscinicnieunsinimcinenieaity Adhesive testing. 
83. Armour Research__-_-- ieee _... Reinforced fiber glass and 
beryllium study. 
84. Emerson Radio___ -... Arming and fuzing study. 
NETO a ee -_ -. Flight control system. 
Be I EI, CIE os cerncetinteermnticneemeatel Test vehicles. 
Sa ER BT i es stor resin enema Filters. 
iP GOW IUUOR oo oS ou cai kicetlbclnbioundkeue Fiber glass fabrication. 
39. Adel Precision Products *_-.----._--.-__-----. Hydraulic system. 
et) he Do, 
Ss SO OWI ED PR oo cites cdanmppmnmneiacbiiions Do. 
= Cable Corporation (8)*_............:........ Study program. 
43. Western Design and Engineering *__________-. Do. 
44. Radio Corp of America—L.A.*____-__------~--. Do. 
45. Bendix Aviation Corp.—Pacific Division *____- Do. 
46. Locomotion Engineering (S)*-_--------------- Handling equipment. 


1Inactive at present. 
| Note.—Small business indicated by (S) after name of company. 
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Mr. Hess. I note you also say that you had 2,898 suppliers, and of 
that group 519 are large business and the balance, the great proportion 
of then, are small business ? 

Mr. Gross. That is right. 

Mr. Hess. Now when did you get this contract from the Navy on the 
Polaris, this managerial contract / 

Mr. Gross. I believe it started out in 1957. 

Mr. Courrney. The present contract. 

Mr. Hess. You have had it 2 or 3 years / 

Mr. Gross. Yes. 

Mr. Roor. About 3 years. 

Mr. Hess. Now let me refer you to page 3 of your statement, in 
which you say, in the third paragraph 

Our Fourth Division, electronics and avionics, is one we have just launched 
within the past few weeks and expect to expand our weapons system competence 
and hope fully to enable us to manufacture military, industrial, and electronic 
articles. 

Mr. Gross. Yes. 

Mr. Hess. Did you form that corporation for the reason that you 
could not acquire the materials that were necessary for the contract 
which you had with the Government ? 

Mr. Gross. I could answer it both yes and no. Some of the things 
that this division hopes to do is produce products that now don't 
exist—new things that we see, for which we think we see a market, 
inventions that we have, little products that we have dreamed up 
that we think might have a market. 

Mr. Hess. There is no idea, however, of setting this outfit up to 
take business away from some other existing corporation who might 
be able to supply these articles? 

Mr. Gross. Well, I must answer this, sir, with great honesty and 
conviction, Human nature being what it is and competition being 
what it is, I feel that our company must broaden its competence and 
its capability. 

If this Electronics and Avionics Division is successful and blossoms 
out to be a big thing, it is conceivable that it will do some things that 
we are now—that are now being performed by others. But we are 
not setting it up solely for that purpose. 

Mr. Hess. All right. 

Mr. Gross. I just have to say one thing on this, and that is this. 

When we first started out many years ago in the air business, we had 
a relatively narrow role. We were making a thing called an airplane. 
The so-called air industry had encompassed about, maybe $90 of the 
so-called air-dollar. 

With the passage of time, with the changing of the product, with 
the change in our foreign policy, and with the change in the com- 
plexity of these systems, the role of the classic airplane and the clas- 
sic airplane manufacturer has changed, and so many of these other 
things have branched off into different competences ‘and capabilities 
that we don’t have; that I don’t feel that our company and our in- 
dustry can sit still and do nothing to broaden with the market. 

So we are trying to broaden our competence to be a weapons sys- 
tems manager. 
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And I feel that it is a great asset for the country that you are devel- 
oping today by this approach—you are developing some teams in this 
country that are going to be capable of picking up and walking off 
with these big systems, You have a dozen or so of them now, maybe 
more. You don’t have too many. But you have some. We would 
like to be one of those. 

In order to be that, we have to have more competence within our 
own house than we now have. 

And this is right. It is part of that chart where we have to soak 
up some of the difference between gross national product and in- 
dustrial growth. 

So I must tell you that in order to be good weapons systems 
managers, we must have more competency. 

We do not aspire to do everything, but we have to do a little more 
than we are now doing. 

Mr. Hess. I agree with you wholeheartedly, Mr. Gross. I think 
that is mighty good business management to spread out and to go 
in some other industries when you see your industry that you are in 
gradually fading out of the picture. Du Pont and a lot of the other 
big companies have been doing that over a period of years, also. 
Proctor and Gamble in my hometown, and various other ones. 

So I think it is fine business management for you to do it. 

Mr. Gross. We have to be alert. 

Mr. Hess. I had just one more question, here, I believe, or two 
more questions. One short one here. 

You said before that “we should not be allowed to do it,” and you 
were referring to doing everything in this entire picture. 

Mr. Gross. Yes; that is right. 

Mr. Hess. What did you mean by that ? 

Mr. Gross. Well, I guess I meant that if we became an absolute 
monopoly—suppose the Government decided to buy a great big sys- 
tem of that kind, something that maybe does not now exist—maybe, 
oh, a worldwide antimissile detection system: something like that. 
I know this is very high on the priority list of our Government and 
of great interest to you gentlemen. 

If we were privileged to be awarded the very responsibility to 
deliver you that system down through the next years, we should not 
be allowed to make everything in it, because there will be myriads of 
things in it that we do not have any competence in at all and should 
not have any. 

Mr. Hess. You think that should be written in the contract or 
should Congress by law take care of that matter? 

Mr. Gross. I do not think you can take care of it by law. I think 
it would be too difficult to spell out. But I think by procedural— 
by regulatory and policy positions you should continue to require, as 
you now do, that the prime contractor put out a lot of this stuff. 

Mr. Hess. I think that is all, Mr. Chairman. 

Mr. Héserr. Thank you very much. 

Mr. Harpy. Mr. Chairman, I have one or two more, before you 
finish. 

Mr. Hénerr. It is 12 o’clock. We can resume tomorrow. 


Mr. Harpy. All right. 
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Mr. Hésert. Mr. Gross, thank you very much for your appear. 
ance this morning. We will appreciate it very much if you will be 
back tomorrow morning at 10 o’clock, when we will resume the ques- 
tioning. 

Mr. Gross. Yes, sir. 

Mr. Hézert. The committee is recessed until 10 tomorrow morning, _ W. 

(Whereupon, at 12:05 p.m., the subcommittee was adjourned, to 
reconvene at 10a.m., Wednesday, April 22, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, APRIL 22, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEER FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Hepverr. The committee will be in order. 

Mr. Courtney ¢ 

Mr. Courrney. Mr. Chairman, I have a few questions of Mr. Gross. 

First I would like to thank him for condensing the answers to the 
numerous questions that were suggested might be asked during the 
course of this inquiry into manageable propositions. 

I have a few questions on your prepared statement, Mr. Gross, with 
reference to the diversification of your business—this is not a new 
subject with us. 

In our earlier inquiry you pointed out that you had as a matter 
of stabilization had several other firms. To this is now added your 
proposed Electronics Division ? 

Mr. Gross. Yes. 

Mr. Courrney. And the shipbuilding business ? 

Mr. Gross. Yes. 

Mr. Courtney. Now, the electronics business will, I would presume, 
feed into or be competitive in the electronic field as far as it relates 
to missiles and the like; is that not right? 

Mr. Gross. Well, as I said yesterday, sir, when I was asked gen- 
erally this same question, as to the purpose of it and what we propose 
to have it do, I pointed out that we have found two or three small 

roducts that we though might have application broadly throughout 
usiness or industry—that is nondefense industry as well as defense 
industry. 

Mr. a Yes, 

Mr. Gross. Industrial products, and we plan to exploit those to this 
extent: It would not particularly feed into our own business. 

Mr. Courtney. Well, I perhaps used the wrong word. 

Mr. Gross. Yes. 

Mr. Courrney. But at least let us say it would be competitive in 
the general field of electronics; is that right ? 

Mr. Gross. Yes. 

Another function of it, sir, would be to engage in electronics busi- 
ness; yes. 

Mr. Courrnery. Generally ? 
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Mr. Gross. That is right. 

Mr. Courtney. What would be the fact: In the development of 
this electronic concern, would you be drawing upon the skills, the 
experience, and the information which has been developed in the 
parent concern ? 

Mr. Gross. To a small extent, very small. 

You might be interested to know that we are starting it off with 
literally only a handful of people from our own company. I think 
literally less than a dozen. We probably will try to build it from 
grassroots by recruitment from industry generally—not necessarily 
aircraft or electronic companies, but generally throughout the whole 
industrial fabric of the country. 

Mr. Courtney. But the ouidane e, the initial guidance and probably 
the guidance during the course of the operation of the firm would 
draw upon parent company, would it not? 

Mr. Gross. Oh, yes. This is a division of the company. 

Mr. Courtney. This is a division ? 

Mr. Gross. Surely. 

Mr. Courrney. Now, I have a question with reference to that. 

Does the company have a policy, the parent company, that is, with 
reference to participation in these subsidiaries, stock participation or 
management participation of any kind ? 

Mr. Gross. Well, I do not know what you mean by subsidiaries, 
The Lockheed Missiles and Space Division is a division. There is no 
stock in it at all. It is simply a division of the Lockheed Co. The 
Lockheed Electronics and Avionics Division is, again, just a division. 

Mr. Courtney. I misunderstood you then. This is not a distinct 
corporation ? 

Mr. Gross. No,no. These are just divisions. 

Mr. Courtney. I am sorry. I misunderstood you completely. 

Mr. Gross. Now, our service company is a wholly owned subsidiary, 
Our air terminal company is a wholly owned subsidiary. 

Mr. Courtney. Yes. 

Mr. Gross. And those are operated as subsidiaries. But the LMSD 
and the Georgia division are operated as divisions. 

Mr. Courtnry. This was not clear, and I am glad you cleared it 
up. 

Mr. Gross. Yes. 

Mr. Covurtryry. I had known of the separation of the other two 
operating concerns. 

Mr. Gross. Yes. 

Mr. Courtney. Now, with reference to competition in your sub- 
contracting, as the systems manager, I guess we will call it for want | 
of a better word or many combinations of words, does the Govern- 
ment, be it Navy in the case of which you have spoken, or the Air | 
Force in other cases—do they participate in the negotiations when 
you form the subcontracts ? 

Mr. Gross. Well, again, you want to turn to my partners in this | 
matter. But I would like to make an overall statement. 

As we tried to point out yesterday, we first organize an investiga- 
tional team that first selects the various candidates for a given sub- 
contract or job. 

Then we assign this investigational team to evaluate their capa- 
bilities. 
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Then we develop sort of an informal competition and ask them 
for proposals. 

Mr. Courtney. Yes. 

Mr. Gross. We finally select who we think are a winner or winners. 
We then submit our proposed contract to the service that is involved. 

So the service does give final approval to our selection of a subcon- 
tractor and to the proposed business arrangements. 

I think Mr. Browne might like to elaborate. 

Mr. Brownp. No. I think you have made a complete statement, 
Mr. Gross. 

Mr. Courrney. Well, then, the situation that confronts the Gov- 
ernment so far as its participation is concerned is one of no alterna- 
tives. You have made the selection, wisely, presumably, from the 
go-around you have had. So the Government’s participation at 
this point is either a veto or an acceptance. 

Mr. Gross. Yes. 

Mr. Courtney. There is no alternative? 

Mr. Gross. They can turn us down. They could say, “We think 
your selection is not appropriate. We would prefer to see perhaps 
this company or that company, with different capabilities,” in which 
case we would bow to their judgment, accept 

Mr. Courtney. Of course you would be confronted at that point 
with what we call the veto. The Government would not accept your 
proposal and would require you to do something else. 

Mr. Gross. I think that is right. 

Mr. Courtney. But in the usual presentation, the Government has 
merely one proposed subcontract to consider. 

Mr. Gross. Am | right on that Gene ¢ 

Mr. Courtney. Is that right or not ¢ 

Mr. Roor. Well, sir, the idea behind this whole weapons system 
concept is the team effort. 

Taking a specific example of an evaluation, that of metal parts 
subcontracting, we have a team made up visiting all of the possible 
metal parts subcontractors—made of LMSD—that is Lockheed Mis- 
siles and Space Division, Aero-Jet, and the local INSORD repre- 
sentative—that is the local representative of Admiral Raborn’s 
Special Projects Group. 

In other words, they are all parties to this evaluating team. So 
you can hardly say, then, that you come up with a final result that is 
either vetoed or accepted, because they are a part of the exercise as it 
goes along. 

Mr. Gross. Gene, is that the case in every one of our subcon- 
tractors ¢ 

Mr. Roor. Not in every one. 

Mr. Gross. That has been the case in some. 

Mr. Roor. In some, but not in all. It depends upon the criticality. 

Mr. Courrney. But ultimately whether the missile management 
be one or four persons, as in the case you indicated, there must come 
out of that a single decision; is that correct / 

Mr. Roor, That is right. The best way to get the unified single 
decision in the interests of time is to have all the parties who have 
the special knowledge in the team deliberation. 

Mr. Courrney. That does not change the fact, then, does it, that 
the single decision is ultimately arrived at and presented by the mis- 
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sile manager, whether it be a single corporation or four corporations 
participating asateam. Is that not right? 

Mr. Roor. That is exactly right. In other words, you have the 
responsibility of deciding. 

Mr. Courtney. That is right. 

Mr. Roor. But you do it with good advice. 

Mr. Courtney. Now, in the selection of the type of contract, who 
makes the selection ? 

Mr. Gross. I think that we do. And if the major program is a cost- 
plus-fixed-fee program, as most of these, of course, research and de- 
velopment and experimental efforts are, the preponderance of the 
subcontracts would also be on a cost-plus-fixed-fee approach. 

On the other hand, there will be instances where we might be buying 
you might say a standard, off-the-shelf item, in which case we might 
very well plausibly, and do, negotiate a fixed-price purchase with the 
subcontractor. 

But I think it is proper to say that in the majority of cases, if the 
master contract is a cost-plus-fixed-fee program, the subs will also 
be the same. 

Mr. Courrnry. And conversely or collaterally, if it happens to be 
an incentive contract, the incentive type carries on through the tiers 
below the prime; is that right ? 

Mr. Gross. Yes. And the heart of this is that these kinds of pro- 
grams that we are now working on are research and development pro- 
grams, and they are not standard items per se. 

Mr. Courtnry. Now who fixes the fee on these cost-plus-fixed-fee 
contracts with the subs? 

Mr. Gross. I think I shall bow to my partner on this one. 

Mr. Browne. It is the responsibility of our Missiles and Space 
Division, in the example we have been using, to set the fee. 

I think it is understandable that the fee that we assign to the sub- 
contractor is somewhat related to the fee which we receive under the 
prime contract. 

Mr. Courtney. Nevertheless, is it a fact that the amount of the fee 
in the cost plus fixed fee is fixed by the prime contractor ? 

Mr. Browne. That is my understanding. 

Mr. Courtney. Is that right ? 

Mr. Roor. That is right. 

Mr. Gross. Yes. 

Mr. Roor. We have the responsibility of stepping up to the manage- 
ment aspects, in the sense of choosing a subcontractor and negotiat- 
ing out a fee, which is, of course, subject to the final veto power of the 
cognizant Government agency. We have to do this. It is our job. 

Mr. Courtney. The prime responsibility is with the missile man- 
ager. 

Mr. Roor. Right. 

Mr. Gross. That is part of our stewardship to you. 

Mr. Courtney. Now, I am puzzled about these so-called fixed price 
contracts and I would like to get a little guidance on it. It is used 
rather freely as a term and I think it may be misleading. 

The Armed Services Procurement Regulations give eight types of 
fixed price contracts and I would like to get your guidance on what 
you are talking about when you speak of a fixed price cost-plus-fixed- 
fee contract. 
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Mr. Gross. Oh, did you say a fixed price cost plus fixed fee? You 
did not mean that. 

Mr. Courtney. I do not know what they are. I will read it to you 
and let you tell us what we use. 

We have a firm fixed price contract. This, I guess we could under- 
stand ; fixed price contract with escalation. 

Mr. Gross. Yes. 

Mr. Courrney. Fixed price contract providing for the redeter- 
mination of price; 

Prospective periodic price redetermination at stated intervals; 

Fixed price prospective redeterminations on request; 

Price fixed retroactive and prospective price redetermination at 
stated intervals prior to completion ; 

Fixed price retroactive and prospective price redetermination, in- 
cluding further prospective redetermination on request; 

Fixed price retroactive price redetermination after completion; and 

Fixed price incentive contracts. 

Now, what are we using / 

Mr. Gross. Again I bow to my partner. 

Mr. Browne. May I see the list, Mr. Courtney, so I may respond? 

Mr. Courtney. Yes. 

Mr. Roor. I can indicate what types of contracts we use at the 
LMSD area. That is an abbreviation for us—Lockheed Missiles and 
Space Division. 

Mr. Browne. Are you going to respond to the type that we receive 
from the Government or the type we use in dealing with our sub- 
contracts 

Mr. Roor. I was going to answer the thing, that procurements for 
services and supplies under our programs, the Lockheed Missiles and 
Space Division, have been accomplished on fixed price purchase or- 
ders, cost plus fixed fee, and time and material subcontracts, basically. 

Incentives contracts and fixed price contracts with provision for 
redetermination have not been employed to any significant extent. 
Héwever, with some of the development work, changing to hard- 
ware production, it is anticipated that these latter types of contracts 
will be employed with greater frequency. 

Mr. Courtney. They are not in the initial stages or now so far as 
Polaris is concerned, is that right ? 

Mr. Roor. That is right. 

Mr. Coprrney. And this is the example we are using ? 

Mr.'Roor. ' Yes, sir, 

Mr. Courtney. Does the Government at any time indicate to you 
as a manager the type of contract which you should employ in the 
subcontracting tier? 

Mr. Roor. Again, under the team ,concept, when an article gets 
from.the research and development stage into a place where you can 
really bring to bear the clarity of the fixed price type of effort, then 
we jointly decide which type, to actually put on. 

I would’say the Government in the sense of the Navy special proj- 
ects representatives do help us decide on this. F 

Mr. Gross. You understand, Mr, Courtney—if I may tell you. 
That, our company fundamentally and. basically likes to work on 
fixed price contracts. 
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We prefer that to the cost-plus-fixed-fee approach. And of course 
our record—the amount of work that we have on both types of con- 
tract, corporationwide, shows that. 

It is our desire—whenever we feel that it is feasible and good for 
both the Government and the Lockheed Co. to switch over from q 
cost-plus approach to a fixed price, we do it. We take the initiative 
in that ourselves, and we have done it time and time again. What 
Mr. Root is saying is that when we start off on these things, prepond- 
erantly our approach has had to be CPFF because of the nature of 
the work. But these three types of contracts that he is citing to you 
here are the simplest forms of the group of descriptions that you 
gave us. 

Mr. Courtney. I just did not want to get lost in terms here, 

Mr. Gross. Yes. 

Mr. Courtney. Now, let us get on to the subcontracting a little bit 
further. On the sheet which you display on the board, you in the 
Polaris system divide the subcontracting up into some 923 contractors 
other than Lockheed, of which you say 752 are at the top denominated 
small business. 

Now, in terms of the splitting of the dollar among these, what 
percentage of the dollar or what percentage of the total contract, if 
you please, would be represented in the 752? 

Mr. Gross. Yes. Would you like to answer that, Gene? I think 
you have the answer. 

Mr. Roor. In the first place, from yesterday’s session—I want to 
be careful about where I am on that dollar sign. 

Mr. Courtney. Use the other side of the coin. 

This is not a trap. 

Mr. Roor. I have an exhibit here that I would like to submit to 
you on the subject of Polaris smal] business activity, written by us 
to the Department of the Navy Special Projects Office, which breaks 
down the information on that chart into both kinds of percentages— 
orderwise and dollarwise. 

The first tier breakdown: Small business dollarwise, small to large, 
is 5.3, against 94.7. This is a dollar percentage. 

Mr. Gross. This includes General Electric and Aero-Jet. Those 
are the two big ones. 

Mr. Roor. On the first tier. Now, going down to the next tier, 1488: 
In that area, small business is 75 percent of those and large business 
25 percent. 

Mr. Courtney. Let us see if I understand you from this board. 

Then, in this section here, which is the third tier down, you have 
marked “hundreds of small suppliers large and small.” 

Mr. Browne. You are on the General Electric side. 

Mr. Roor. You have to get down there—— 

Mr. Courtney. Where do we have this? 

Mr. Roor. Well, first tier is Aero-Jet and General Electric. Then 
the next tier are the 50. 

Mr. Courtney. So we are speaking of the tier that runs “CTL” and 
over here to “Brush Beryllium.” 

Mr. Roor. All right. 

Mr. Courtney. Now that is 75-25; is that right? 

Mr. Browne. That is on the basis of numbers, and not on dollars. 

Mr. Roor. That is on the basis of numbers of contractors, 
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Mr. Courtney. Now dollars? 

Mr. Roor. Dollarwise, I gave you the figures: 5.3 and 94.7. That 
is the two big ones. 

Now going to the second tier subcontracts—in other words, taking 
General Electric’s subcontracting activities, for example—their break- 
down dollarwise is small business 11.4 percent and large business 88.6 

reent. This is General Electric’s own subcontracting activity. 

Mr. Courtney. That will be the right half of this—— 

Mr. Roor. Yes, sir; that is their part. 

Mr. Courtney. Of this card as we look at it; is that right? 

Mr. Harpy. For clarification, could I inquire as to whether included 
in your large subcontractors are those items produced directly by 
General Electric and its subsidiaries ? 

Mr. Roor. Well, what I am trying to do is to go right down this 
chart here and get a base for discussion. 

Mr. Harpy. Yes; but—you do not remember what your percentages 
were, as between large and small, of the General Electric subcontrac- 
tors. I am trying to understand whether that relates—whether in- 
cluded in your large amounts—— 

Mr. Browne. If I may help on that, Mr. Hardy, the period that we 
are using as a base of reference were the last 6 months of 1958. Dur- 
ing that period our topline contract with General Electric was 
$10,400,000 and their subcontracting activity was nine million eight. 

Mr. Harpy. Well, the thing that I am trying to understand is 

whether or not General Electric’s own subsidiaries or divisions are 
included in that big business percentage you have given or whether 
that is 

Mr. Gross. You say their own “subsidiaries” or their “subcontrac- 
tors” ? 

Mr. Courtney. Their “subcontractors,” you mean. 

Mr. Harpy. No. I am trying to find out what category General 
Electric itself—whether its figure, that is, it and its subsidiaries are 
included in these figures you have given for your subcontractors. 

Mr. Browne. I would take it from the way that this memorandum 
is prope red 

Mr. Roor. I think they are. 

Mr. Browne. And subject to our checking later and submitting 
the information to Mr. Courtney, the nine million eight is out-of-plant 
work to General Electric, and that the basis of setting these up includes 
within the General Electric figure, first, all of their devisions and all 
of their subsidiaries. 

Mr. Harpy. All right. Now you have nine million eight against— 
what was the total amount ? 

Mr. Browne. Ten million four. 

Mr. Harpy. All right, ten-four. Then the difference. would be the 
amount that is inplant work of General Electric? 

Mr. Browne. Right. 

Mr. Harpy. Now, then, the question that would arise in my mind 
is this: Of this nine million eight—and that is what we are talking 
about—obviously the difference is big business. And of this nine 
million eight you gave the percentages, so much big business and so 
much small business. Now my question was whether or not General 
Electric subsidiaries were included in the small business group ? 

Mr. Browne. No. 
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Mr. Roor. No, sir. The General Electric Co.’s subcontracting 
activities—— 

Mr. Harpy. Do they not have any subcontracts with their own 
subsidiaries ¢ 

Mr. Browne. If it did, it would appear in the differential between 
the nine million eight and ‘the ten. 

Mr. Harpy. That is what I wanted to be sure of. 

Mr. Courtney. For this discussion, as far as you are concerned, 
General Electric is treated as a unit 

Mr. Roor. Right. 

Mr. Courtney. Rather than the sum of its part for production or 
whatever ¢ 

Mr. Roor. Right. 

Mr. Haxpy. That i is the key I am looking for. I have not been sure 
that that was the case in other figures we have. 

Mr. Roor. We have the detail here, sir, that I would like to submit, 
which takes it down in a very clear analytical fashion. 

Mr. Harpy. I did not want to get off the track, but I just wanted 
to try to understand the figures that are presented. 

Mr. Courtney. Mr. Chairman, I would suggest that we incorporate 
that memorandum in the record at this point. 

Mr. Hesert. Without objection, it will be incorporated. 

Mr. Courrney. As a part of your testimony and a breakdown of 
the information on the chart. 

Mr. Roor. Yes, sir. 

(The memorandum is as follows :) 


LOCKHEED AIRCRAFT Corp., 
MISSILE SYSTEMS DIVISION, 
April 9, 1959. 
In reply refer to: LMSD/501407. 
To: Department of the Navy, Special Projects Office (Code SP-1301) Wash- 
ington, D.C. 
Via : Naval Inspector of Ordnance, P.O. Box 504, Sunnyvale, Calif. 
Subject: Polaris small business activity. 
Reference: (@) Department of the Navy letter SP-1301-BK:glw A18, dated 
March 11, 1959 (LMSD/210113). 
Enclosure: (@) Form DD1140—Semiannual Report of Participating Companies, 
Covering Period July 1, 1958, Through December 28, 1958. 
Enclosure: (0) MSD Report No. 95-027—Polaris Purchase Order Commitments 
for Last 6 Months of 1958. 

1. In reply to reference (a), the following statistics and comments are based 
on contractor's subcontracting activities in connection with the Polaris project 
for the period commencing July 1, 1958, through December 28, 1958. 

2. Contractor received prime contractual coverage in the amount of $247,- 
994,701. 

3. Due to the lapse of time between prime contractural coverage and the 
placement of work, both inplant and with subcontractors, contractor is of the 
opinion that consideration should be given to contractor’s inplant versus sub- 
contract expenditures as the criteria for comparison purposes. 

4. Contractor received an amount of $93,658,828 as reimbursement under 
Polaris project contracts, of which $42,314,626 applied to funds disbursed to sub- 
contractors. Inasmuch as a breakdown of these disbursements between large 
and small business is not readily available for Polaris project, contractor refers 
to enclosure (a) which covers contractor’s disbursements in connection with 
total procurements, not limited specifically to Polaris projects. The figures 
appearing therein indicate that approximately 28 percent of the total disburse- 
ments were made to small business concerns. Contractor suggests that this 
percentage figure could possibly be used as applying to the $42,314,626 as stated 
above. 
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5. The two major subcontractors on the Polaris project, namely, Aerojet- 
General Corp. for the propulsion system and General Electric Co. for the guid- 
ance system, were selected first as cocontractors with LMSD (later becoming 
subcontractors to LMSD) because of the magnitude of the problems in their 
respective portions of the program and the obvious need for major contractor 
support. It is important to realize that these major subcontractors in turn 
subcontract to both large and small businesses. 

6. In connection with subcontractors selected by LMSD, consideration is given 
to small business and proposals solicited from these firms for work that is 
within the scope of their capability, as evidenced by the large number of small 
suppliers noted in paragraph 7(c) below. The nature of many of the develop- 
ment subcontracts is such that necessary experience and facilities are only 
available from large business concerns. In many cases the procurement of small 
components is made from large business concerns to make use of items which 
have been proviously developed. 

7. Following is a breakdown of contractor’s first-tier subcontracting activity : 


(a) Total commitment, dollar value..__........................~ $78, 125, 221. 08 
Co a lial RR Ee es eI te AE CETTE TIE octet 4, 167, 340, 78 
FAS WI ion eter pe ncnicngnline wana saemamaned 73, 957, 880. 30 

(bv) Dollar percentage, small to large: 
Percent 
oT REO ) oe me Le Ae OP ra ep ete! sR were 5.3 
Large business_____--- ane Et! eS bee ee ee ee) eS ee 94.7 


Nore.—If the total sum committee to major subcontractors as appearing in 
paragraph 8(d) below were deducted from contractor’s total commitments of 
$78,125,221.08, the dollar percentage, small to large, would then be: Small 
business, 52.2 percent ; large business, 47.8 percent. 


(c) Total number of subcontractors, 1,488: small business, 1,115, or 75 per- 
cent ; large business, 373, or 25 percent. 

(d) For list of subcontractors, including the total dollar value committed to 
each, and the designation as to large or small business, see enclosure (b) at- 
tached. In the far left-hand column of this report, there appears a code number 
adjacent to the name of each subcontractor listed. This code number is pre- 
fixed by the letter “S” or “L” which indicates small or large business. 

8. In connection with second-tier subcontracts, contractor submits the follow- 
ing information : 

(a) Only two subcontractors fall within the category of having received 
commitments exceeding $250,000 in this period : 


Ee EE PS SN PRT I it A, Eee $10, 423, 733 
ES eR AS ete a. Seen teed Rt saa Ase eae 59, 717, 689 
MOUAR. c deste ee a hs ae eae 70, 141, 372 
(vb) General Electric Co.’s subcontracting activity : 

cA) ROUGL GCOMIINICAIONG, GOMERE VELOUR ec eee erceewchesmunumideabens $9, 873, 119 
RRL) DUBINCNG cos tc cnniccisinmecnnabeaeheseeene 1, 180, 690 
PON OM ORN ge ik i iain a ndisdblin dg etiehnowddbieeme 8, 742, 429 

(2) Dollar Percentage, small to large: 
Percent 
PUD PORE RID a os oh secs ncn as nace “aeduwausdiek hated sitacupsoateniameraeadaaanii asia me ee 11.4 
TARDE TERIOEE 6S Siindink ee Se ee 88. 6 


Note.—If the total sum committed to major suppliers as appearing in paragraph 
(4) below were deducted from the total commitments of $9,873,119 cited above, 


the dollar percentage small to large would then be: Small business, 58 percent; 
large business, 42 percent. 





i= cotal. namber Of dupplicre.2 20 oot Le oe ee 2, 683 
Se Ee |) a ae ee ae One ae eee, 1, 920 


BEES DUSINOSS. (AES NOICONE) dcic nude ninicicelwiencinmemnediaabaw 763 
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(4) Four of the above suppliers fall within the category of having received 
commitments exceeding $250,000 : 

















Minneapolis-Honeywell Regulator Co_------.------------- $3, 472, 839 
ee A ore aencctnnpocteststee treppeescepramenronrergnenrernintectonayanpeeinsapoeet 2, 890, 594 
ED eit thtcmesinpscarstinena = eaemme+ungpireigtin et 897, 290 
Hughes Tool Co ween ee gr en neene nnn een meneame ennae 680, 728 
Total__ Fe ae a ee ee ee 7, 941,451 | 
(c) Aerojet-General Corp.’s subcontracting activity : 

a) (en OUUNIEEEMOOEI, GOI WIC cece ccenmemenecwmewcinn $18, 281, 376 
RE ee ee a eee 11, 626, 276 
|__| E Den epee 6, 655, 100 

(2) Dollar percentage small to large: 

Percent 
pseu ines tine ch mee ie areeceriaen ain 36. 4 
coe ow cans eeentarcgoanes cp mbengeniaeenan OE 63.6 

ne a cI AE NE iis che eddie bis a eee 549 
paren eee’ 07mg eee) ne 432 
RU SID EO GROIN Do sits cene be edn 117 


(4) Major suppliers falling within the category of having received commit- 
ments exceeding $250,000: Not available as of this date. 

9. Contractor trusts that the information submitted herein is sufficient to 
meet your requirements. 

(S) J. F. SHoenHar, 
for S. W. Burriss, 
Polaris Missile System Manager. 

Mr. Courtney. Yesterday you laid rather heavy emphasis on the 
fact that many of your subcontractors who were initially considered 
small business had become large businesses. 

Mr. Gross. That is the trend certainly. 

Mr. Courtney. That isthetrend. Now can you tell us why? 

Mr. Gross. I think just with the natural growth of these programs 
things seem to get bigger, rather than smaller, and as the small com- 
panies are included in these large programs and develop more and 
more competence, they are in just naturally a strong, inherent position 
to get more business, and they do. There is a great deal of prestige, I 
think, established and connected with being associated in one of these 
large programs. I think the so-called small business concerns are 
able to capitalize on that by representing to others that they have in- 
creasing responsibilities. 

Mr. Courtney. Well, would it have anything to do with the profits! 

Mr. Gross. Sir? 

Mr. Courtney. Would it have anything to do or be the result of the 
profits earned ? ' 

Mr. Gross. I would not think so particularly. Not just per se the 
profits. Ithinkit isthe association. I think the important thing that 
gives them the prestige is the technical association and the fact that 
they demonstrate that they are worthy of being in one of these big 
teams and contributing a vital part toit. Sure, they get paid. 

Mr. Courtney. Well, that is right. 

Would not the amount of earnings of the company, be it a prime 
or asub, have a great deal to do with the growth of the company ? 
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Mr. Gross. Well, we are founded on the profit system, and of course 
if we do not have profits, we cannot grow. That is perfectly true. 

Mr. Courtney. That is right. This is a field in which the profits 
are such, on your statement, that the smaller ones become larger ones 
overnight. 

Mr. Browne. Mr. Courtney, I think we should observe one factor, 


and that is the rate of the growth in our national product. And if 








any one of these companies rides that wave and does a successful job 
in competition, they will inevitably add to their work force, add to 
their capital, and become big business. The people who do not are 
those who are under the average growth of the country. 

Mr. Courtney. I am not quarreling with the system. I am just 
trying to find out—— 

Mr. Browne. You are asking why. 

Mr. Courtney. What, for the record, is going on? Would you say 
that that in part accounts for the eagerness of so many small business 
encerns to participate in these programs and their, at least public, 
complaint that the constriction of the subcontractor participation in 
the program is the fact that it is a profitable field in which to engage? 

r. Gross. Well, yes. 

Iam not sure that I clearly understand your question. 

Mr. Courtney. Well, basically I am talking about profits and 
where the profits can be made, and how they can be made. 

Mr. Gross. I think there are two sources of profits for the so-called 
small business concern. There are the opportunities that exist in 
these large defense programs where they have a vital rie. But also 
I think it increases their prestige and their capability to en in 
other and nondefense activities. A great many of the so-called small 
business concerns with which we deal are not exclusively devoted to 
just defense business. Far from it. Many of them have corollary 
activities. 

I think this kind of work simply enhances their ability to get that 
work, 

Mr. Courtney. Well, that is a question that I am glad you have 
answered in the way you have, because it prompts an additional 
question. 

When one goes to the negotiating table as a subcontractor, assuming 
acondition in which a concern is a 100-percent Government contrac- 
tor—— 

Mr. Gross. You mean the sub? 

Mr. Courtney. Yes. And another competitor is partially engaged 
in commercial business. Who has the greater chance of a financial 
loss in the bidding process, if he is unsuccessful—the partial Gov- 
emment contractor or the business wholly devoted to Government 
contracts ¢ 

Mr. Gross. Well, I should think that the man who had 100 percent 
defense business, provided he could continue to get 100 percent, or 
provided he could continue to get a reasonable level of business— 
military business—would have a better chance of recoupment because 


of the allowances. 
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Mr. Courtney. In other words, in the case of the contractor whose 
whole business is Government, he could recoup any losses? 

Mr. Gross. I don’t say “any.” But he has a better chance, 
Wouldn’t you say so, Dudley ? 

Mr. Browne. I don’t know. 

Mr. Gross. If you have to have a “Yes” or “No” answer, I would 
say that he would. 

Mr. Courtney. No. Let’s be specific now. These costs, or what- 
ever they are, or losses as we are talking about now, are generally 

carried as “General administrative and overhead,” aren't they ? ? 

Mr. Gross. Yes. 

Mr. Courtney. So that the 100 percent Government contractor, if 
he had another Government contract coming along or got another one, 
would write off all his general administrative and overhead against 
Government business, wouldn't he? 

Mr. Gross. It would be applicable for review; that is right. 

Mr. Courtney. And that is the way they recoup their moneys; 
isn’t that right ? 

Mr. Gross. Right. 

Mr. Courtney. In these circumstances a company that is only doing 
50 percent Government business is at a complete disadv antage ? 

Mr. Gross. Well, some, relatively. There is a relativity. 

Mr. Browne. I am not sure I understand, Mr. Courtney, what 
you are talking about. Are you talking solely about bid costs or are 
you talking about losses ? 

Mr. Courtney. I am talking about bidding costs, yes. 

Mr. Browne. If you are talking about bidding costs, I think it is 
rather clear that the individual firm’s ability to recover those costs is 
based upon its ability to get a reasonable volume of business, whether 
it be defenios or nondefense, i in relation to those costs. 

Mr. Courtney. Well, I could extend the question to include research 
and development as well. 

Mr. Browne. The same rule would apply. 

Mr. Courtney. That wouldn’t make any difference. 

Mr. Browne. It is dependent upon your overall volume of business, 
as to whether the cost is reasonable. 

Mr. Courtney. And also whether your overall volume of business 
was wholly Government or part Government and part commercial: 
isn’t that right ? 

Mr. Browne. I think it is more particularly whether you have the 
overall volume of business as opposed to whether it is Government or 
non-Government. 

Mr. Courtney. Well, let us suppose that the commercial market 
in which this hy pothetical contractor is engaged is highly competitive 
and the margin of profit is very small. In these circumstances, that 
contractor would be at a complete disadvantage, would he not, with 
his 100-percent Government contractor at the “negotiatin table on a 
case of a failure? Is that right? [Mr. Gross nods yes.] I assume 
the word will get around. 

Mr. Gross. I think that is right. 

Mr. Courtney. Good. 

Mr. Gross. If you put the question that way, I think that is right. 
Mr. Courtney. That is right. 
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So, then, as these tiers of subcontractors grow smaller in number, 
as you indicated in your prepared statement, the odds seem to favor 
the 100-percent Government contractor, do they not, as this system 
grows or progresses ? 

Mr. Gross. I think if you are talking about a purely contractual 
device and apparatus—I would think, yes. I don’t think that is the 
complete answer. 

Mr. Courtney. I am searching for information to give the com- 
plete anwser. ; 

Mr. Gross. IJ still maintain that the man who has a combination of 
commercial and military business is a great asset here. I feel that he 
in turn gets tremendous prestige and opportunities for being able 
to participate in this. And the combination of commercial and de- 
fense business is, I think, the ideal combination. 

Mr. Browne. Mr. Courtney, your question specified that the hypo- 
thetical company was in a highly competitive commercial field with 
low profits, implying that the defense side of the business was non- 
competitive and produced higher profits. 

Mr. Courtney. I didn’t make any implication at all. 

Mr. Browne. Well, that was the restriction that you had in your 
question. And against that background, there is no doubt that the 
answer is “Yes.” But the cynical example does not have those cir- 
cumstances, 

Mr. Courtney. Well, what is the typical example? 

Mr. Browne. I would think that the typical example is that the com- 
petition is equally strong in both fields. He has a harder job in trying 
to sell in the military field than he does in the commercial because he 
at least has a proprietary item commercially and he typically makes 
a higher 

Mr. Courtney. Let’s stay away from the proprietary items. 

Mr. Browne. He typically makes a higher rate on his commercial 
business than he does on his military business. 

Mr. Courtney. Well, the hypothesis that I gave you didn’t include 
ahigher profit. 

Mr. Browne. That is why we responded the way we did. 

Mr. Gross. If you asked the question that way, the answer is the 
way We answered. 

Mr. Courtney. Now I have a question with reference to your own 
company plant, Mr. Gross. 

Mr. Gross. Yes. 

Mr. Courtney. We haven’t discussed that subject. We went over 
it 3 years ago. You have an operation at Georgia, I believe one at 
Dawsonville, do you not ? 

Mr. Gross. We operate the Government airplane plant No. 6 at 
Marietta, just outside Atlanta, and we also operate for the Govern- 
ment the Georgia Nuclear Laboratory at Dawsonville; that is right. 

Mr. Courtney. Now, does your company have an investment in the 
Dawsonville site ? 

Mr. Gross. No. 

Mr. Courtney. This is wholly Government owned ? 

Mr. Gross. That is right. 

Mr. Courrnsy. And you are now operating it? 
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a Gross. You know that we did purchase the land originally and 
eased it—— 

Mr. Courtney. That I didn’t know. That is the reason I am ask- 
ing the question. 

Mr. Gross. Oh, yes. We purchased the land originally and then 
leased it to the Government or just gave it to the Government. 

Mr. Browne. Gave it. 

Mr. Gross. For$1. It seems to me we paid something like $750,000, 

Mr. Browne. We bought 9,890 acres at a cost roughly of $550,000 
and donated it to the Government as the site for which they erected 
this plant. 

Mr. Courtney. That is the Lockheed investment in this par- 
ticular 

Mr. Browne. It doesn’t show on our books. Because we have 
donated it to the Government. 

Mr. Courtney. I understand it doesn’t show as an investment. 

Mr. Gross. Now in the case of the Government airplane plant No. 6, 
what we call our Georgia division, which we occupy there. We have 
a relatively small investment, relatively small. This is almost all 
Government owned. 

Mr. Courtney. Now, I had a further question here with reference 
to these incentive contracts. 

Mr. Gross. Yes. 

Mr. Courtney. You stressed very heavily the use of the word 
“incentive” in your remarks. 

I want to talk about the subject that we had up 3 years ago with 
reference to incentives and bonuses of company officers. 

Mr. Gross. Yes. 

Mr. Courtney. Now if you recall at that time you had experiences 
in your company differing from those of your competitors with refer- 
ence to the allowance of your bonuses and incentives in the executive 
groups. 

We have been interested in knowing, learning for about 8 years, 
whether or not we were ever going to have a section 15 completed in 
the Armed Services Procurement Act, and today it hasn’t been com- 
ein But we are told there are guidelines issued now. We don’t 

now what guidelines are. Could you tell us so far as your company, 
what guidance you got in the last 2 or 3 years ? 

Mr. Gross. Iam sure we can. 

Mr. Courtney. On this subject. 

Mr. Gross. The situation has changed, you know, somewhat. 

Mr. Courtney. In your case you are speaking of improved ? 

Mr. Gross. Yes, and I think it improved for the Government, too. 

Mr. Courtney. All right. 

Mr. Gross. Well, at any rate, it has changed. The attitude of the 
Navy was somewhat different from the attitude of the Air Force. 
Basically, the Navy allowed some of our management incentive plan 
costs and the Air Force didn’t. 

Now there has been a tendency on the part of the Air Force to con- 
sider allowing it. I think Mr. Browne has some good information on 
that for you and I would like to have him present it. 

Mr. Courtney. We haven't been privileged to share this informa- 
tion with the Pentagon, at least on this subcommittee. We would 
like to know what guidelines are. 














cos 
du 


ag 
Ai 
all 


of 


ple 
the 
rec 
an 


qu 

















WEAPONS SYSTEM MANAGEMENT 165 


Mr. Browne. Well, I have a statement here that I would like to 
use in covering this subject, Mr. Courtney and Mr. Hébert. 

For our corporate oflice and for our California division, no manage- 
ment incentive compensation was allowed by either the Air Force or 
the Navy in establishing the targets or the final redetermined prices 
under fixed price redetermination and incentive contracts, nor allowed 
as a cost under our cost reimbursement type contracts for the years 

rior to 1955. 

For 1955 and subsequent years the Navy has allowed our incentive 

plan in both the targets and redetermined prices under fixed price 


e contracts. 
Tho such allowance has been received from the Air Force, but either 
a verbal or written savings clause has been received covering contracts 
negotiated or redetermined during this period. The reason for this 
savings clause is in anticipation of the change of the Air Force policy. 

Mr. Courtney. I don’t understand a verbal contract with the Gov- 
ernment. Would you repeat that ? 

Mr. Browne. No such allowance has been received from the Air 
Force, but either a verbal or written savings clause that has been 
received covering contracts negotiated or redetermined during this 
period. 

Let me go on and then I think it will become clear. 

Mr. Courrney. All right. 

Mr. Browne. This clause provides that in the event the Air Force 
stand is reversed, any allowable costs will be reinstated both in the 
target and in the redetermined price for contracts which have not been 
fully redetermined. 

On all finally redetermined contracts with the Air Force, the 
incentive plan costs has been irrevocably lost. In other words, the 
savings clause applies only during the activity on the contract. If 
there is any change in the Air Force policy, that will be applied to 
the contract. But when we get up to final redetermination, in the 
event that change has not appeared as yet, then we lose the right to 
recovery. The Air Force has been quite clear that they were not 
going to carry these clauses over on contracts which have been com- 
pleted. 

Through 1956, our incentive plan was considered unallowable for 
cost reimbursement contracts by both the Air Force and Navy and 
due to the insignificant amount involved, Lockheed has agreed. 

Lockheed refused to accept the 1957 overhead rates without a man- 
agement incentive cost reimbursement, and on December 1, 1958, the 
Air Force contracting officer made a determination disallowing the 
allocable portion included in the overhead rates for 1957. 

And we have appealed that decision to the Armed Services Board 
of Contract Appeals. 

With respect to our Georgia division, we have charged our incentive 
plan costs directly to the contracts rather than through overhead, 
thereby avoiding a negotiation on the subject until the ‘time of final 
redetermination. Although we have settled several minor contracts 
and accepted a disallowance of our incentive plan costs, the major 
question has not vet been resolved. 

We have submitted the requested information to the Air Force in 
connection with our first B-47 contract, but the final decision by the 
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Air Force is apparently being held for application of the redeter- 
mined Air Force policy. 

In our missiles division, we have accepted a disallowance for 1957 
and all prior years in our cost reimbursement type overhead rates, 

For 1956 and prior, this disallowance is final. For 1957, we have 
not negotiated a final rate but we believe that we will be required to 
accept a disallowance of that with respect to 1957. 

The Air Force has had a policy for several years of denying all 
forms of incentive plans except for a very few contractors who have 
presented successfully their plans at top levels. 

We understand that the Department of Defense has instructed 
the Air Force to comply with the aa ASPR-15, which permits 
incentive plan reimbursements subject to its reasonableness. 

Following the instruction from the Department of Defense, the 
Air Force has written a regulation which may permit the allowability 
of incentive plan costs and is studying Lockheed’s plans and payments 
made during 1956, 1957, and 1958. 

And they are at work in determining whether the plan, itself, 
basically is reasonable and whether the payments made thereunder 
are reasonable to use in their determination as to whether the cost. 
will be allowed. 

Mr. Courtney. Now this is the only change since 1956, when you 
last testified so far as this subject 1s concerned ¢ 

Mr. Browne. Yes. 

Mr. Courtney. Would you generally speak of these as being the 
guidelines you have received in the interval 

Mr. Browne. Well, we haven’t actually officially seen the guide- 
lines. We are responding to questions. We believe they are based 
upon the guidelines, but [ have never seen the guidelines. 

Mr. Courrney. Now I think just one other question. Generally on 
this question of incentive contracts, do you consider that an incentive 
should go beyond the fair and reasonable profit ? 

Mr. Gross. Who is to determine what is a fair and reasonable 
profit ¢ 

Mr. Courrney. In a business of this character, what would you say, 
drawing on your long experience, to be considered a fair and reason- 
able profit ? 

Mr. Gross. I don’t think any of us would advocate ever receiving 
more than a fair and reasonable profit. We would like to just be sure 
we could get that. Some of the time we don’t think we get it. 

Mr. Courtney. We have industry to compare with. 

Mr. Gross. We have what / 

Mr. Courtney. We have the commercial business of our country to 
compare with. Taking that as example, what would you consider to 
be a fair and reasonable profit in this industry ? 

Mr. Gross. You understand, don’t you, sir, that we feel that the 
air industry as such does not have the same profit margins or the 
same profit performance that is performed by industry—general in- 
dustry. This has been a traditional and a long running debate with 
us and we have felt very dispirited at times that we have not been 
able to achieve the same recognition in the profit market that other 
industries do. 

I feel that this is something that we continue to be disturbed 
about. 
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We have great difficulty in increasing our resources through reten- 
tion of profits, having in mind all of the investments that we have to 
make and that our company is making. I don’t want to pose here as 
somebody who is just looking for unreasonable profits, because we 
are not. This is a sore point with us. We feel that we haven’t been 
able—our profit performance hasn’t been good, that is all there is 
to it. 

I wish we could get recognition—not just so far as the Lockheed 
Co. is concerned, but I wish we could get recognition of what we think 
on some of these things we do, and I wish we could get on a par with 
nondefense industry. 

Mr. Browne. Mr. Courtney, I believe that we really can’t respond to 
your question without tying down the facts of risk. You asked us 
what is a reasonable rate on our fixed price incentive contracts. 

Now these come in various forms 

Mr. Courtney. I don’t think I was limiting it—I had no intention 
to limiting it 

Mr. Browne. Let’s talk about the overall. 

Mr. Courtney. The overall business. 

Mr. Browne. You have to look at the individual contractor and de- 
termine what his investment is, and how he obtained that investment, 
whether through equity or through debt. You have to have a con- 
cept of what risk he is taking on capital assets, for example, within 
the industry, as you know from the record, there are those who have 
provided only 10 percent of their facilities, and then go into the Lock- 
at level of over 50 percent of their facilities. These costs in our 
case represent a fixed charge against future operations, and we have 
about 80 percent of our net worth carried forward in the cost of fa- 
cilities to be recovered against future operations. 

Now that is a distinct difference from a company that has all of its 
investment in working capital and presumably will recover it at the 
completion of each contract. 

We have also within the last year come across the type of contract 
in which the contractor’s development and startup costs instead of be- 
ing reimbursed upon the first military order is to be in effect capital- 
ized and spread over hypothetical orders in the future. 

Now this is the case with our Jet Star endeavor at our Georgia 
division, where we have some $14 million on the books, and our period 
of recovery may run 5 or 6 years and only then if we are successful. 

So all of these things have to get into a determination of what is a 
fair and reasonable profit rate. 

Mr. Courtney. I noticed in considering the posture of your company 
in reference to net. worth and invested capital, you lay heavy emphasis 
on the consideration of those factors in determining what is a reason- 
able profit, isn’t that right ? 

Mr. Browne. We are in effect trying to get our capital at the cheap- 
est possible cost. Going into the equity market provides the highest 
cost capital. We are trying our utmost to borrow as much as we can 
in the form of fixed loans or on short-term loans so the average cost. of 
our capital will be as low as possible. 

Now this is a great incentive to us to try to hold our costs down. 
There is only one thing wrong with it and that is when we appear 
before the Renegotiation Board, no consideration is given to the debt 
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capital and the only concept of reasonableness of profit is related to 
the net worth. 

So if we were to follow that side entirely, we would never resort 
to debt capital. 

Mr. Gross. Furthermore, the interest that we have to pay is not 
allowed. 

Mr. Courtney. My basic question had to do with whether or not you 
in your thinking with reference to the profits of a company emphasize 
the importance and the consideration that should be given to private 
invested capital and the net worth of the company ? 

Mr. Gross. That is right. 

Mr. Courrnery. Mr. Chairman, I think those are the questions | 
had. 

Mr. Hésert. I just want to clear up one question and pursue what 
I asked yesterday of Mr. Gross. That is, in connection with the 
control of the examination of the accounts or the cost of the product, 

Mr. Gross. Of the subs? 

Mr. Hesert. Of the subs, yes. 

In other words, you very ably stated yesterday your constant 
vigilance. It reflects, of course, in your company’s success, in follow- 
ing through on these matters. 

But the problem that confronts the committee is the possibility of 
what could happen, whether it has happened or not. I indicated in 
one case, which was before this committee and in which you were 
not involved—there was an overcharge on the General Motors case. 
Only yesterday the General Accounting Office released a report in- 
volving the same type of negotiation, whereby the Westinghouse Co, 
went to the table with estimated costs higher than actual pricing. 
This cost the Government hundreds of thousands of dollars. 

Now those are two outstanding companies, I think, and I would 
say reputable companies. Certainly the practice of two of them has 
come to light—General Motors and Westinghouse, in this area, where 
the Government did not ascertain the accurate figure. Would you 
say under the weapons concept system and with your diligence and 
vigilance, that you could obtain these accurate figures without the 
assistance of the Government, where you had no authority to look at 
them ? 

Mr. Gross. As we told you yesterday, we do not have the power to 
go in there. 

And we must rely on our original evaluation, our experience with 
the subcontractor, and the periodic monitoring that we give the sub- 
contract during its performance. We do our level best to prophesy 
or foresee overruns. If we see an overrun, we do our best to consult 
with the subcontractor and try to get the situation corrected, and we 
have done so. But we do not have the right. 

Mr. Héserr. You do not have the right. Therefore, it would be 
logical to come to the conclusion that if this practice has been brought 
to light that it is perfectly possible a lot of it still is existing and has 
not been brought to light. And if you are compelled to depend upon 
the Government, whose performance has not been one of great effec- 
tiveness as far as this committee is concerned, then you are leaning 
on a short crutch to get the facts, aren’t you ? 
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Mr. Gross. Well, I say this in reply to that, sir: I think the weapons 
systems concept is a relatively new thing. For the last few years it 
has been somewhat experimental. As we go down the road with it 
we are learning things that probably can be improved. Maybe this 
js an area. 

But we feel that it is generally doing a good job and that we need 
two times of surveillance of these big programs. We need Govern- 
ment surveillance, but we also need industrial surveillance. Conse- 
quently, I think one of the things we must work out is how industry 
and Government together can best perform the overall weapons sys- 
tems concept management. I think it can be done. But we must 
admit exactly what you yourself very ably stated—that while we try 
to exercise our best efforts, we do not have the right. I think a test 
of our weapons systems ability and our competence is to be able to 

rsuade and consult with our subcontractors and get a cooperative 
team effort. This is one of the hearts of the whole thing. If a 
weapons system manager is a good weapons systems manager, he will 
develop a closeness, an intimacy of working with his subs, which will 
result in a good, cooperative climate in which to work. 

Now, the essence of one of the things that you have said, sir, and 
one of the things that makes these elements of cost so very difficult in 
this kind of a program is the fact that we are not talking about a finite 
article, a developed article. We are buying invention, and we are 
buying techniques that do not exist in themselves and have to be 
developed. 

There is no rule book that we can look to find out the exact price of 
what one of these systems ought to cost. We have to rely on estimates. 

Mr. Hésert. Yes; you have to rely on estimates. But when the 
day comes to pay the bill, you have to rely on actual costs, and not 
anestimate, because the bill is hard money. 

Mr. Gross. That is right. 

Mr. Hésert. Now, if you are not able to find out whether that 
hard money has been expended as represented, then you are not 
able to produce at a minimum cost to the Government. If you can’t 
get the figures you can’t come to a conclusion, an accurate conclusion. 

Now I admit everything you say. I am persuaded more and more 
as I hear this program revealed, the weapons concept system is in 
reality nothing new. 

Mr. Gross, That is right. 

Mr. Héserr. It is not new. 

Mr. Gross. That is correct. 

Mr. He&serr. It is a job that the Government should have been 


_ doing in the past and was allegedly doing. Now we find out that 
we | 


it was not doing the job. They have shifted the burden to private 
industry to do the job, and yet retain the same amount of people or 
the same organization to do what it had not done in the past. That 
is what it amounts to. We are merely shifting. The weapons con- 
cept system is a name now. But as a matter of fact and a matter of 
operation, the Government should have been doing this same job 
and pretended to be doing this job efficiently in the past. 

But now it comes to light that the burden of managing has shifted, 
from the Government, to industry. The thing that disturbs me per- 
sonally more than anything else is that this is not a substitute. This 
ls only another icing on the cake. 
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Mr. Gross. I don’t wish to belabor the point because I understand 
exactly the position, sir, that you are taking and how you come to that 
conclusion. 

I would like to point out, however, that with respect to our ap. 
pearance before you, we have used the Polaris development concept 
asanexample. We think it isa shining example. In this particular 
case, the special projects office of the Navy is the overall weapons sys. 
tems manager. But the job is so big that while retaining the final 
and the total coordinating power to pull the whole thing together, 
they have asked industry to pick up parts of it and help them with 
managerial supervision. 

Mr. Hésert. They have asked industry to pick it all up, except 
for the power of veto suggested by Mr. Courtney. In that connection, 
may I ask has the Government ever vetoed one of your subs ¢ 

Mr. Gross. I don’t know. I am not sure. We can find that out. 
T just don’t know. 

Mr. Hépert. Well, it would stick out in your mind if they had 
vetoed one. As a matter of fact, these so-called reviews are merely 
initialing papers as far as I am concerned on the part of Government 
officers. Unless you can show where the Government has from time 
to time or in any one instance vetoed a subcontract for a reason, then 
the proposition does not stand. 

Mr. Gross. I understand, sir. 

I believe—we must look thisup. We must bring in something. 

Mr. Hépserr. I would like to know if they have ever vetoed a sub- 
contract ¢ 

Mr. Gross. We will find that out, but I am ashamed to say I don’t 
know this morning. But it is an easy thing for us to find out and I 
think we can. 

Mr. Hépert. Now in connection with General Electric, for instance, 
they are a first tier sub to you in this particular area 4 

Mr. Gross. Yes, sir. 

Mr. Hésertr. And yet almost 90 percent of their sub, as I understood 
the testimony, is sublet by General Electric to other firms? 

Mr. Gross. Well, this was in a phase of it, during a certain calendar 
phase. 

Now, we can find out. But I do not personally this minute know 
the extent to which the General Electric Co. has subbed their whole 
program. The whoie program is a big program. 

Mr. Héperr. I think some figures were given about it. 

Mr. Gross. That is right, 9, 10, or 11 million. This was just fora 
relatively small period. 

Mr. Browne. 6 months’ period. 

Mr. Gross. If you look at the thing in total, I suspect their subcon- 
tract will run to $50 to $75 million and I would suspect a very big 
portion of that would be subcontracted, but I don’t know how much. 

Mr. H&éserr. What check do you have on the subs of General Elec- 
tric, or do you take the General Electric figures when they come to 
you? 

Mr. Gross. We do not check the sub-subs. 

Mr. Héserr. There is where I want to show you the danger. In 
the General Motors case, to which I continually refer because it is a 
classic case, the overcharge came from another division of the con- 
tractor, General Motors. 
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Mr. Gross. Well, I must not talk about the General Motors because 
I don’t know. 

Mr. Héserr. I don’t want you to talk about it, Mr. Gross. I am 
merely using these things as specific and definite cases. That is what 
Iamtryingtodo. Iam vying the pattern or the system. I am vying 
that. ThesameasIviethe TenCommandments. But I want to show 

ou how the Ten Commandments can be violated. They are being 
violated every day. I want to show you the possibilities of it. So 
in this system we are trying to find out the areas of possibility, where 
the abuses can come in to the detriment of the Government, whereby 
the taxpayer eventually picks up a bill that he should not be compelled 
to pick up. 

Mr. Gross. I think it is a fine thing for us to jointly examine this 
whole thing. Iam very glad we are. 

I only want to make one overall point, Mr. Hébert, and that is I 
think the general approach is right. 

Mr. Hésert. We admit that. 

Mr. Gross. I think it is the only thing we can do, but I urge you 
gentlemen to seriously realize what we fellows believe in, and that is 
there has to be industrial coordination as well as Government. 

I don’t think you can put it all in our hands or all in the Govern- 
ment hands. It is too big. 

Mr. Héserr. But it is being put all in your hands. 

Mr. Gross. No, no, no, no. 

In the case of the Polaris, the Navy still is the final coordinator and 
makes the master plan. They really do, sir. It is a fact. But I 
think this is good. I think the whole spectrum has gotten so big that 
we need industrial as well as Government. 

Mr. Héserr. That is not the intent of the system. The intent of the 
system is to give it all to industry, to give them in effect a blank check. 
You are managing this system; you come up with the product, and 
you hand the bill to the Government. That is the intent of the system. 

Mr. Gross. The Polaris is a sort of a hybrid to other contracts which 
have developed since the Polaris. And the future contracts will not 
be as hybrid as this particular one is. 

Mr. Héserr. The point I am stressing, and hope not to belabor, with 
human nature being what it is, is the possibility of = accounts 
in the language that I can best use and perhaps can best understand. 
We have had evidence of these so-called padded accounts. And now 
in such a massive, complicated and complet system, for procurement 
such as this, and particularly in R. & D. contracts where you don’t 
have the final product until you accomplish the research, the chances 
are so great that I think the vigilance and diligence of the Government 
should become keener. It certainly hasn’t been too keen in the past. 
That is what I am trying to find out. We are not arguing the point 
or quarreling about the system. It is almost—why, it is almost child- 
ish in its fundamentals. It is a logical thing to do. We admit all of 
that. But the blueprints don’t always show what is in the house. 
That is the thing that we are concerned about. 

Now you admit there are such possibilities in the system ? 

Mr. Gross. I suppose there are. 

Mr. Henerr. You would have to admit them because the evidence 
of the past is there. 

Mr. Gross. Yes, in anything as big as this, we try our best. 
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Mr. Hésert. We know that. 

Mr. Gross. I think both sides of the house are trying. 

I simply say that as we go down the road here, we can learn some 
things. I think it is good 

Mr. Héserr. You keep referring to the contracting officers. As far 
as I am concerned, I have not been too impressed with contracting 
officers as they have appeared before this committee. Nor am I too im- 
pressed with this review system, which ey | amounts as I say, to 
initialing papers. It is a terrifically big job. I know it. We tangled 
here this morning with it. We are trying to find out some way to plug 
these loopholes or to minimize it. 

Mr. Hess? 

Mr. Hess. I have no questions. I think Mr. Root wanted to say 
something. 

Mr. Hesert. Did you want to say something? 

Mr. Gross. Speak up. 

Mr. Roor. Mr. Hébert, from actual experience, I have not had it 
brought home to me that Admiral Raborn on the one hand and General 
Schriever on the other, are letting me get away with anything par- 
ticularly. They are really monitoring me pretty closely. 

Mr. Héperr. Let me say this: General Schriever and Admiral 
Raborn have my greatest confidence and they are not trying to let 
anybody get away. But I will bring it down to a personal minimum. 
Do you think I know everything that goes on in my office? Of course 
I don’t. 

I have to rely on people in whom I have confidence. That is the 
same thing. Weare trying to plug up those loopholes. 

Mr. Roor. Yes, sir; I understand. 

Mr. Héserr. If I find a weakness in my office staff, then, of course, 
I am going to try to correct that weakness. But I recognize the 
weaknesses. I sign letters every day, and so do you. Mr. Gross 
doesn’t know everything going on in Lockheed. 

Mr. Gross. That is correct. 

Mr. Hésert. He couldn’t physically know it. 

Mr. Gross. That is very true. 

Mr. Héserr. But he has to depend on people in whom he has 
confidence. 

Now our experience has been that the people in whom the confi- 
dence should have been placed have not lived up to that confidence. 
That is what is disturbing me. 

Mr. Browne. Mr. Hébert. 

Mr. Héperr. Yes. 

Mr. Browne. If I may make one additive statement here, it is our 
concept at Lockheed that if we do a good job, a reasonable job, or 
even a meritorious job, in our reviewing and selection and policing 
of subcontractors, we should not have any vetoes on our selection. 

The question of a veto relates to two things. 

One: Either the absence of Government surveillance, or possibly 
good action on the part of the contractor. 

We don’t take lightly when we get into the position, as I assume 
we must once in a while, of having the Government say, “You have 
not in effect done a good job. You should have placed it with some- 
body else.” That isthe thing we are trying to avoid. 
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Mr. Héeerr. I recognize that. 

Let me give you an example now. Let’s be specific, and the only 
way we can understand these things are by specifics. This com- 
mittee has been trying for years to get the Department of Defense 
to issue directives, or a directive, in connection with your allowances, 
as you all discussed just a few minutes ago. — 

We have tried, we have tried, we have tried. And again the myth 
of unification is exploded. 

It shouldn’t be very hard for the Defense Department to lay down 
a rule of thumb and say, “Now this shall be allowed and this shall 
not be allowed.” And even you, yourself, a contractor, this morn- 
ing admitted that you hadn’t even seen the guidelines. 

Mr. Hésert. What is the Defense Department doing about it, 
excepting talking? I don’t know. _ ; 

We have tried for years and years in this committee, particularly, 
to get the single catalog concept. We are making progress during 
recent years. But why is it so difficult? Business has the concept 
of the cataloging system. What makes it so difficult for Government 
tomake up their own mind? If this Defense Department is to unify 
the services, why can’t it issue a policy ? 

Now these are the questions that you don’t have to answer, but 
these are the questions that the committee has got to ask. 

Mr. Gross. We just hope you will keep on trying, sir. 

Mr. Héserr. This is a tough job up here, trying to keep up. As I 
have said many times, you can’t try the patience of the military. 
They can just stay up there and wait until the complexion of the 
Congress changes or the committee membership changes. It is not a 
tasteful situation to be placed in, that we continually have to be the 
policeman on the beat. 

Mr. Winstead ? 

Mr. Wrinstreap. No questions. 

Mr. Héserr. Mr. Price? 

Mr. Pricer. No questions. 

Mr. Fisurr. No. 

Mr. Heérerr. Mr. Norblad ? 

Mr. Norniap. No. 

Mr. Hiéperr. Mr. Hardy? 

Mr. Harpy. Thank you, Mr. Chairman. 

Mr. Chairman, listening to this presentation—and I have been here 
through practically all of it, and not only with Lockheed but also with 
North American—I have been trying to look at this system in the 
abstract and see if I could understand why it seems we have a system 
which promotes continually rising prices and costs and the restraints 
on those rising prices seem to be lacking. 

Now I just wonder, Mr. Gross, if actually the trouble isn’t in the 
system itself, if there isn’t an essential ingredient of our capitalistic 
system which is missing from this contracting approach. 

Tam thinking of the incentive which we normally look to in private 
enterprise to keep prices down. And in listening to your testimony 
Thave not been able to detect the kind of incentive to keep prices down, 
which has seemed to be an essential ingredient in the capitalistic 
system. 
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Now I don’t know what we do about it. That is the reason that I 
am trying to explore it a little bit here now. 

You have spoken with respect to contractors, where I think you 
used the term—lI think you said, “We run a real competition for 
subcontractors.” 

Mr. Gross. Yes. 

Mr. Harpy. Maybe you do; and I certainly am not going to under. 
take to argue that point. 

But I would like to understand what your real incentives are under 
the capitalistic system to do that and what your real incentives are 
to get prices down. Actually, you don’t gain anything profitwise by 
keeping the subcontractors’ prices down. The truth of the matter js 
that you gain a little bit if his prices go up, because you have a 2-per- 
cent override. Now where do we correct for that situation? You 
have no incentive, no business-type incentive, to keep your prices 
down. I am not talking about you, I am talking about under the 
system. 

Now what do we do to compensate for that lack of the essential 
ingredient in private enterprise which is so important in my book? 

Mr. Gross. I think my first response to part of your question— 
“What incentive do we as a company have to keep prices down?” 

Mr. Harpy. Yes. 

Mr. Gross. I am going to let one of the other fellows talk about 
this as well. But, basically, if the Lockheed Co. does a bad man- 
agerial job and doesn’t do its best to keep prices down, its own and 
its subs, we lose out in the long race. Now this is just inherent in 
any business, and it is just as inherent under this system as it is in 
any other. 

Mr. Harpy. It is if you are competing against others who do, but 
if the others—if your competitors are engaged in the same type of 
activity, there isn’t any restraint on any of you. 

Mr. Gross. Sir, I must submit to you that these systems are getting 
to be—there seem to be fewer and fewer of them, and the competition 
for them is very, very severe and intense. If we miss one, we may 
have Jost a major part of our industrial life. Consequently, this is 
something that I feel very strongly about. It is just there. 

If you were in my position, walking the floor nights worrying 
about whether or not we are going to do a good job and whether if 
we don’t, we will lose out, you would know how I feel. 

Mr. Harpy. There isn’t anyone who can tell whether you did a 
good job or not, is there? 

Mr. Gross. Yes, sir; there is. 

Mr. Harpy. When you go to negotiating with a subcontractor, you 
negotiate his price. You used the term in discussion with Mr. Hebert 
a while ago that you must rely on your original evaluation. You 
make the best possible estimate you can and you use those as a basis 
for negotiating the price with the subcontractor; isn’t that right? 

Mr. Gross. Yes. 

Mr. Harpy. And then you add to it a percentage or a fee of some 
description based on some yardsticks that you may develop. But if 
you had—if your profit—that is, if your return on your business was 
dependent upon your getting the best possible price out of this con- 
tract, you would have the type of incentive we have normally con- 
sidered to be effective in the private enterprise system. But when 
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our profit is not affected by the price which you negotiate, no matter 
sincere you are, isn’t that incentive which has been the key 
ingredient in our system lacking ¢ 

Mr. Gross. Well, in the very early stages, in the earliest, primary 
stages of this whole scene, when everything is research and aghaas 5 
ment, I readily admit that it is difficult to negotiate what you would 
like to call a fixed price, a hard sell down to earth fixed price. 

Mr. Harpy. I recognize the difficulty. 

Mr. Gross. All right. Now what I say is that as the program goes 
down the road—any one of these specific programs, Polaris, or Min- 
uteman, Bomare or any of them—when they finally get to a certain 
point down the course their basic nature and character is going to be 
changed from research and development to production. Then you 
will have ground into it so many incentives to save money and so 
many controls that it will shake the place. 

But I don’t see how we can make any basic changes in this thing 
in the early stages and get the job off the ground and get going. 

Mr. Harpy. That is the thing that really is worrisome. I don’t 
know the answer to that, but I am concerned about these ever-increas- 
ing prices. And I haven’t found any ingredient in this whole system 
yet which inherently could be expected to hold prices down. I haven’t 
found the first one. 

Mr. Gross. Yes. But on the other hand, I submit, sir, with every 
force I have, that there is nothing basic and inherent in this system 
itself that tries to encourage higher prices. 

Mr. Harpy. Of course the only thing that you have would be rel- 
atively small, and that is the overriding percentage that we mentioned 
a while ago. 

But there is another element in it that I think is pointed up in the 
observations you made awhile ago. As your research and development 
progresses and you get into production, then you do have incentives, 
you develop incentive type contracts. And your statement on page 5 
of your statement, where you say: 





By far the bulk, 90 percent, is under fixed price contract or those types con- 
taining an incentive clause that rewards efficient performance and penalizes 
us for inefticiency. 

Mr. Gross. Yes. 

Mr. Harpy. | recognize that. But I also recognize, which I believe 
to be a fact, that the prices that are negotiated under your incentive 
type contract are based upon your experience in your research and 
development stage and in your initial production phase. So they are 
based upon estimates of what you could accomplish based on your own 
experience; if you don’t live up to reasonable efficiency based on the 
price determined by your own experience, why it would seem to me 
we are in the wrong business. 

Mr. Gross. How would we do it otherwise ? 

Mr. Harpy. I am trying to find out how we can try to get in here. 

Mr. Gross. Yes. You turn everything back to the Government, 
everything, and have—— 

Mr. Harpy. I certainly would not suggest that. 

Mr. Gross. Yes. 

Mr. Harpy. But I am trying to find how we can provide the normal 
incentives that the free-enterprise system contemplates. In my book 
they are completely missing from this system. 
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Mr. Browne. Mr. Hardy, if I may respond to that? I think you 
have one of the keys in the experience of our company. As you know, 
historically, over the period that we have been in business, we have 
done consistently between 20 and 30 percent of our volume of work in 
the commercial market, which is highly competitive. 

As union contracts work out, as facilities work out, we have no 
opportunity to say these are commercial facilities and these are mili- 
tary facilities. All you get is an averaging of all of our costs across 
the board. 

We have to be very concerned at all times with our overall cost per- 
formance, because we are selling at all times in a highly competitive 
commercial market. 

Now against that background, the Lockheed Co. has within the last 
3 years reduced its overhead structure in terms of manpower some 
30 percent, to improve our competition, to improve our ability to deal 
in this highly competitive age. And this is spread all the way across 
the board to all of our subsidiaries, whether they are 100 percent 
defense or 70 percent commercial. We cannot split it between it. 

And we have this continuing incentive and drive in our company 
to keep ourselves competitive in any market we seek. 

Mr. Harpy. Well, now, where you have a combination of com- 
mercial business and Government business, where there are competi- 
tive profits, I think you would have some stabilizing influence in this 
general area. But I am not at all sure that performance—I am talk- 
ing now about cost performance and efficiency performance, with re- 
spect to commercial aircraft or other products that are going on the 
commercial market from your plant—would have any influence what- 
ever on efficiency or production in connection with the Polaris or any 
other missile activity which does not have commercial aspects. 

Mr. Browne. It does, because we balance their efficiency against 
our other divisions. 

Mr. Harpy. How can you even measure their efficiency when you 
are buying the bulk of your stuff from subcontractors on a negotiated 
price basis, where you didn’t even have a reasonable competitive in- 
centive to get that price down ? 

Mr. Roor. Mr. Hardy, there are a couple of things that should be 
said in this vein. One of them is that we have two agencies for whom 
we work—special projects, Admiral Raborn, that I mentioned be- 
fore, who “e gathered a pretty competent team, and General 
Schriever, at BMD, who has gathered together an equally competent 
team. 

Now they have a mechanism by which they have a task force review 
committee to come and ask questions periodically. And you know 
this to be the case. 

That is the No. 1 point I wanted to make. 

No. 2 point is that the research and development work that we do, 
drawings that lead to a certain specific article, are the property of the 
Government, and therefore those drawings can be given to any other 
competitive source for production in quantity. And we know this. 

Our subcontractors know it in all the tiers. So in any case, knowing 
that that threat exists, that you may not even be able to produce the 
thing that you have researched and developed, I do not know any 
other better incentive to keep costs down, because you know that when 
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it comes to the place where you are in volume production you may lose 
our shirt. 

Mr. Gross. May lose the business. 

Mr. Roor. It isthe same thing. 

Mr. Harpy. Of course one of the things that would help to avoid 
josing that kind of business is the fact that you are tooled up and 

ared to gouhead with it. That makes it extremely difficult, especial- 
y on a new item, for somebody else to get into a competitive position. 

Mr. Gross. But you understand the Government has in the past 
allowed one organization to research it and then given the work to 
somebody else. 

Mr. Harpy. I have seen that happen. 

Mr. Gross. Oh, yes. 

Mr. Harpy. I am familiar with that. 

I have seen that work both ways. I have seen situations where the 
competition was frozen out and I have seen situations where the 
research and developer lost out after he had developed the product. 

We get into all kind of those things. But I am not sure that that 
isvery effective in a new item; where you have research experience that 
certainly gives you an advantage and developmental experience gives 
you an advantage, and a certain amount of tooling that goes along 
with it, which would make it difficult for Uncle Sam to take that busi- 
ness completely away and let somebody else have it. 

But the other aspect you brought up is a fundamental one, I think, 
and that is the extent to which Admiral Raborn and General Schriever 
can fill this gap with respect to incentives to hold prices down. 

You and I both know that there never has been inherent in Govern- 
ment procurement the kind of incentive that we have looked for in 
private industry to accomplish reduction in prices through competi- 
tion. That is one of the fallacies of governmental operation. So long 
as appropriations are made, the es personnel does not itself 
profit anything by achieving a better contract for Uncle Sam. 

It is in the system. I am just pointing out some of the things that 
I would hope that we might be able to find an answer to in the course 
of these hearings. 

Thank you, Mr. Chairman. 

Mr. Heserr. Mr. Gross, do you not think that if you have the re- 
sponsibility of administering the contract that you should have the 
full authority to know everything that enters into that contract? 

Mr. Gross. Well, I must admit that we could do a better job, a more 
thorough job, if we had it. 

But I have to add, sir, that if we did have it, to some degree we 
would be, I think, trespassing on and destroying some of the funda- 
mental concepts on which American business is built. 

In other words, if we as the Lockheed Co. were fully empowered 
to go into the Boeing Co. or the Douglas Co. and say, “We are not 
satisfied with your performance on a subcontract and we must see ail 
of your books and records,” I think that there would be here, human 
nature being what it is, a very difficult situation to work out. 

Mr. Hesert. I am not addressing to that so broadly. 

Mr. Gross. I think this would be a result of it where in those pos- 
sibly rare instances—it would be where the manager of the system 
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would be allowed to go into the intimate details of a so-called com- 
petitor’s business. 

Mr. Héserr. I am not even suggesting that. 

Mr. Gross. Well, would that not happen, though ? 

Mr. Héperr. No, sir. 

Mr. Gross.: Well, if it did not, then 

Mr. Hérsert. No, sir. I mean if you let the Boeing Co. manufac- 
ture this lighter and you are responsible to the Government for how 
much that lighter is eventually going to cost and the Government is 
going to pick up the bill and you are responsible for getting that 
lighter at the cheapest possible cost, I think you have every right, 
if you have the responsibility for that, to look into the bills of the 
Boeing Co. that had the subcontract. Do you not agree to that? 

Mr. Browne. Mr. Hébert, you have a basic problem in that particu- 
lar area. One of the things that you have to do to establish the 
reasonableness of the price is to be absolutely sure that the military 
business as opposed to other business is not being unfairly loaded, 

You cannot come to a decision, considering all the overhead appli- 
cations and the question of labor rates as well as the selection of people, 
as to whether a single contract is reasonable, without going all across 
the board and looking at their business. 

Mr. Héperr. You missed the point, too. Perhaps I am inadequate 
in trying to explain myself. 

Mr. Browne. Or maybe I did not hear properly. 

Mr. Héperr. You probably heard it, but 1 was inaccurate. Let me 
go back over it again. All I am asking you: Do you not think, if you 
have the responsibility of knowing that the figures are accurate, that 
you have the right to see the bill? That is all Lam asking. 

Mr. Gross. I would say “Yes.” 

Mr. Héserr. I have to get specific again. 

Mr. Browne. Somebody we can rely on has to see the bill. 

Mr. Gross. Yes. 

Mr. Héperr. That is correct. But you have to ask the Government. 
And I go back again to the General Motors case. I go back to that 
again, wherein the estimated cost was put on the table, but this was 
not the actual cost, and the Government did not ask to see the actual 
cost. It was the Government’s fault. 

Now as a good businessman, you would want to see the cost. You 
would want to see the bills and see that they are paid, that is all. I 
am talking about such a simple thing as that. But you do not have 
the right to look at those bills. 

Mr. Gross. That is right; we do not. 

Mr. Heézerr. Now do you not think it would be better if you had 
the right? I am not talking about prying into your competitor's 
business or the reasonableness of his performance. I am talking about 
when it comes to that day when the hard dollar is put out. Now 
would it not be better if you had that right, to look at that bill? Not 
beyond that. Nothing beyond that. 

Mr. Gross. All right, if you just put it that way, yes. 

Mr. Héperr. Yes. 

Mr. Gross. If it is limited to that. 

Mr. Hérerr. Of course. That is all we are trying to do. We are 
just trying to find accurate accounts. 
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Mr. Gross. Sure. 

Mr. Héserr. It disturbs us a great deal when we see people like 
General Motors and Westinghouse come up with bills that are not 

urate. 
Mr. Harpy. Mr. Chairman, for clarity, I think maybe this is where 
the problem in the response is. This particular problem, the major 
part of it, grew out of a subcontractor’s price for a particular com- 
nent. That was a big area. 

Now the question was whether the prime contractor should have 
had knowledge of or whether the price which the subcontractor was 
charging should have been taken into account, rather than the origin- 
ally estimated price. The subcontractor’s price was several million 
dollars below what the estimate had been, and yet when the settlement 
was made it was made on the basis of the estimate and not on the basis 
of the actual cost of the component. 

Mr. Héserr. Yes. 

Mr. Harpy. Should not the prime contractor at least know what 
the components which came from a sub-subcontractor cost ? 

Mr. Gross. Well, was it not the case that the system was there, 
but it just did not in a particular case happen to get followed up? 
But was not the system adequate ? 

Mr. Héserr. That is what I am pointing out to you, again. The 
system is adequate, but the possibilities of the abuse are so apparent 
and have been disclosed. That is in three cases. In the Boeing case, 
which was another case, the Boeing and Ford Co. case, Ford paid 
back $5 million. Now Ford is certainly a reputable company. And 
in the case of General Motors, it was under the persistence and con- 
sistent approach by this committee that the Government was able 
to get back $9 million. I am sure that General Motors would not 
have coughed up with $9 million if they did not figure that they were 
inthe coop with the chicken in their hand. 

So here we are getting these problems. If this can happen on 
these levels, what in the world is happening on lower levels, where 
you don’t have a check on the sub-subcontractor. Trickles of water 
make a pitcher. That is what we are looking at. The dimes will 
make dollars. You do not suggest in any way, Mr, Gross, that this 
system would replace the ordnance system. I do not think you did, 
because I think you were pretty clear on it. You would not destroy 
the ordnance system of the Army would you? 

Mr. Gross. No. 

Mr. Héserr. You would keep them in business. You would not 
have just private munition makers in this country, would you? You 
would not have a Krupp in America, would you? 

Mr. Gross. Are you talking about private 

Mr. Héserr. Production. 

Mr. Gross. Industrial people versus Government factories ? 

Mr. Héperr. Yes. 

Mr. Gross. Certainly in our field, I think it would be complete- 
ly unrealistic to have the Government trying to manufacture these 
systems itself. I do not think it is possible to do it. 

I do not know anything about the Army’s system, because we have 
hever really done very much business with them. 

Mr. Hézerr. Because they are satisfied with their system, in pro- 
ducing the Jupiter and some other very successful missiles. 
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Mr. Gross. Well, I cannot get into that. I am not suggesting that 
we set up Government arsenals. I do not believe that would get you 
any saving in costs or any articles any quicker or any better, J 
do not think you would get them as pick, as good or as cheap. 


Mr. Héserr. You still always have to come back to the origina] | 


premise, that these systems are good if they are operated as the blue- 
print shows ? 

Mr. Gross. And if the people are good. 

Mr. Hésert. And if the people are good. You have, for instanee, 
in your company, if one division was allegedly performing a certain 
contract and you decided to take that performance and shift it to 
another division, you would certainly not keep the original division 
in being. There would be no use for it, would there ? 

Mr. Gross. Well, if it had no other business. 

Mr. Hésert. Yes. Naturally, I mean if it had no other business, 


That is what I am suggesting here. We have the Pentagon overflow. — 


ing over there with people who are supposed to be doing this job. 


Now they are going to take the system and give it to somebody else, | 
ple 


and it is worrying me what they are going to do with the 
who in the past were supposed to be doing the job. They will sill 
be there. I know what will happen. And the cost will mount. 


Mr. Gross. Well, I think you have expounded some very wise 


thoughts, sir. 

I feel, still, that basically this thing is all right, and I think the 
idea of the combination, the doublecheck, of Government and services 
and industry is good. I think this is grand. 

Mr. Héserr. We admit that. We are in agreement. Now do you 
have any closing statement before we put the lid on the coffin for 
you? 

Mr. Gross. I would just like to thank you gentlemen. I know we 
have belabored points here. Perhaps we have offended your sensi- 
bilities by being so responsive. 

Mr. Hésertr. No, you have not. You have not offended our sensi- 
bilities. You have encouraged them. 

Mr. Gross. We came here with a spirit of throwing ourselves open 
to give you the best that was in us. 


We make many mistakes. The Lockheed Co. has many frailties. } 


But we believe in this thing. If you will back us up in some of these 
general principles and keep your vigilance on us, we will do a good 
job for you. 
Mr. Hésertr. We will do our best. <A lot of us are getting old. 
Mr. Gross. This is an annual thing for us, so we are looking to 
come back next year. 


Mr. Hepert. It isa day by day thing with us. 


Thank you very much, Mr. Gross, and your associates. I do want | 


to congratulate you on your cooperation and the frankness of your 
statement. The appearances of the North American people and 


yourselves have been very refreshing. W did not have to sit around 
and try to pull teeth. You have opened your mouth and let us look at 
the tooth right away. 
The committee will stand in recess, subject to call of the Chair. 
(Whereupon, at 11:50 a.m., the subcommittee was adjourned, sub- 
ject to call of the Chair.) 
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(The Lockheed Aircraft Corp. submitted the following additional 
information :) 


Because of special interest indicated by the committee in Lockheed’s authority 
to audit the costs of subcontractors, we have made a further review of our con- 
tracting practices in order to furnish the committee with some additional and 
darifying information. 

It is Lockheed’s practice to obtain contractually the right to an audit of sub- 
contractor costs whenever such a right would help to protect the Government 
and itself from being overcharged. This is done uniformly in CPFF and rede- 
termination-type fixed price contracts. 

In those instances where subcontractors object to giving Lockheed the right 
to audit on the ground that they are already being audited by Government audi- 
tors because of the Government business they are doing on other subcontracts 
and prime contracts, Lockheed would limit its subcontract provisions for audit 
to obtaining authority for Government audit. It has not seemed necessary that 
there be duplicating audits by each service and by every prime contractor with 
whom a particular contractor does business. 

As pointed out in the testimony of Messrs. Robert E. Gross and Dudley E. 
Browne, Lockheed does many things, in addition to the auditing of costs, to 
protect against subcontract cost overruns and to monitor the performance of 
subcontractors. However, particularly with respect to audit of subcontractor 
costs under the conditions indicated above, it uses clauses in its subcontracts, of 
which the following are examples: 

In CPFF subcontracts: 

“At any time or times prior to final payment on account of allowable costs, 
the contracting officer or Lockheed may cause to be made such audit of invoices 
and statements of cost as shall be deemed proper.” 

In redetermination type subcontracts: 

“Contractor agrees that its books and records and its plant, or such parts 
thereof as may be engaged in the performance of this subcontract, shall at all 
reasonable times be subject to inspection and audit by any authorized representa- 
tive of Lockheed and/or the Government. Contractor shall cause a like pro- 
vision to be included in all subcontracts hereunder.” 

In purchase orders and subcontracts issued under military contracts: 

“Seller agrees that its books, records, and such of its plant as may be engaged 
in the performance of this order, shall at all reasonable times be subject to 
inspection and audit by the Government department having jurisdiction of the 
contract noted herein. In the event this order is in excess of $1,000, seller also 
agrees that the duly authorized representatives of the Comptroller General of 
the United States shall, until 3 years after final payment under this order, have 
access to and the right to examine any pertinent books, papers, documents, and 
records of seller involving transactions related to this order’ (ASPR par. 
7-104.15 (examination of records) and 7—203.7 (records) ). 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, APRIL 29, 1959 


House or REPRESENTATIVES, 
ComMItTTER ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Héserr. The committee will be in order. 

The Chair wishes to announce that because the House goes into 
gssion this morning at 11 o’clock, we will not be able to sit any longer 
than the bells for the first rolleall. Technically we can’t sit after 
11, but I will bend the rules a little bit in order to accommodate the 
witnesses. I understand Mr. Allen wants to get away as soon as 

ssible. 

We are always very accommodating, Mr. Allen, when you talk to us 
before the table. After that you are on your own. 

Mr. ALLEN. Very well, sir. 

Mr. Héserr. Mr. Courtney. 

Mr. Courrnry. Mr. Chairman, the Boeing Airplane Co. has ac- 
cepted the committee’s invitation to discuss the weapons concept sys- 
tem of contracting and to submit to the committee’s questions concern- 
ing the practice. 

Mr. William Allen, the president of the company, is here and has 
a short prepared statement. He will be followed by three of the 
oficers of the company dealing with separate phases of the Boeing 
Airplane Co.’s operations in the production of planes and missiles, 
with emphasis on the weapons concept system management con- 
tracting. 

Mr. Allen, will you proceed ? 


STATEMENT OF WILLIAM ALLEN, PRESIDENT, BOEING 
AIRPLANE CO. 


Mr. Auten. Congressman Hébert and Mr. Hess. 

It is my understanding that the interest of this committee primarily 
revolves around two subjects. First, the methods employed by the 
Government in acquiring the military products, the types of con- 
tracts used, and the responsibilities placed upon the prime con- 
tractor, with particular reference to the weapons system manager 
concept. And secondly, the subcontractor area—the methods used 
by the prime contractor to let out business to subcontractors, and 
the means that are used by the prime contractor to control costs and to 
assure that the quality of product desired is obtained. 

Before phacenting to a discussion of those matters, I shall briefly 
cover certain points referred to in the suggested discussion outline 
proposed by the committee. 
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With reference to the company’s history, I will not tak the time— 
unless the committee so desires—to outline in detail the company’s 
history. In our appearance before this committee several years ago, 
we made an extensive statement which is on file and I assume therefore 
that a very brief statement would be in order. The Boeing Airplane 
Co. has been a designer and producer of commercial and military 
aircraft and aircraft equipment, since 1916. During the Second 
World War, the company produced the B-17 and B-29. In the years 
since the war, we have designed and produced the B-47—the medium 
jet bomber of the Strategic Air Command, the B—52—the eight-jet 
heavy bomber which is now the backbone of our strategic strikin 
force, the KC-47—tanker transports and, more recently, the KC-135— 
jet tanker which has greatly extended the range and striking power of 
the Strategic Air Command. 

At the present time, in addition to the production of an advanced 
version of the B-52, KC-—135 jet tankers, and our commercial 707 jet 
transport program, we are producing the Bomare ground-to-air area 
defense missiles, and we are competing for the Dynasoar weapons 
system which involves a boost glide orbiting vehicle. In addition, 
we have the responsibility for the assembly and test and ground en- 
vironment for the Minuteman ICBM weapons system. 

The Boeing Co. maintains production and research and development 
facilities in Seattle and Renton, Wash., and in Wichita, Kans. These 
facilities are both company and Government-owned at. both locations, 
although the company investment in facilities in the State of Wash- 
ington is far greater than in Kansas. 

Our organization structure is relatively simple. It involves a head- 
quarters group which is quite small and five operating divisions. 

We do not have any wholly owned subsidiaries or any subsidiary 
companies of any description, nor are there any interlocking director- 
ships or any ownership of any other company. 

After reading the testimony of North American and Lockheed on 
the two subjects which we understand are of primary interest to you, 
we thought that we could make a greater contribution by following 
a different method rather than by statements covering the same 
ground. As a result, we have chosen to bring here a number of our 
top people who are qualified to speak to you on the different methods 
of managing weapons and weapons systems, and also to discuss with 
you the subcontracting areas. 

In connection with the various methods used by the Government to 
acquire weapons systems, it should be at once recognized that the 
methods used will differ dependent upon the character of the weapon. 

We are carrying on in our operations at the present time work for 
the Government of varying gradations of scope and complexity— 
complexity and scope not only in the product itself, but in the system 
into which that product fits. 

The Bomarc pilotless interceptor is illustrative of a complex 
weapons system management task where the assignment of the overall 
responsibility for the entire system to a single source is highly desir- 
able. To explain the reponsibility that Boeing has for this system 
we have here Mr. Lysle Wood, vice president and genera] manager 
of our pilotless aircraft division. Mr. Wood is right here. 

As an example of a different type of responsibility, I would refer 
to that existing in our Minuteman advanced intercontinental ballistic 
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missile project. In Minuteman, we have the eo sme of bring- 
ing together, under what is known as an assembly and test contract, 
the various components making up the missile and the responsibility 
in certain areas of providing the proper ground environment for the 
missile. We have here Mr. Clyde Skeen, the assistant general man- 
ager of our systems management office under whose jurisdiction our 
Minuteman activities are carried out. 

Mr. Skeen. 

Mr. Skeen is prepared to tell you of the way the Minuteman project is 
handled at the Boeing Co. 

We can give you other examples of products calling for still differ- 
ent types of management such as, for example, the B-52 and the KC- 
135, where we are given the responsibility of designing and produc- 
ing the article, incorporating therein, however, a considerable amount 
of equipment provided by the Government. A still simpler arrange- 
ment is that under which we construct for the North American Co.— 
design and construct, I should say—the wing for the B-70 supersonic 
bomber. 

It is our thought that by providing you with examples of differ- 
ent types of weapons and weapons systems we can make clear the 
necessity for handling the acquisition of these weapons and weapons 
systems in a manner calculated to best suit the circumstances. There 
are, of course, a number of objectives that the Government and a 
contractor should strive for in contracting to produce an article or 
asystem. In my view, of first importance is that of having one point 
of responsibility. 

If the Government is in a position to outline its objective regard- 
ing a certain weapon or system, viz, what it hopes to achieve with 
the weapon or the system, and then place the responsibility of reach- 
ing that objective upon one responsible source—in my view, the best 
will be obtained by that method. The Government desires to acquire 
an article or system that achieves the objective at the lowest cost. If 
the responsibility is placed upon one company, in the majority of 
cases the best overall result will be achieved. 

It must be recognized that the weapons systems now being devel- 
oped are of great complexity. In the usual instance, no one company 
has the skills to produce or develop the entire system. Therefore, it 
is necessary to bring together a group of companies who will contrib- 
ute to the overall result. That, in my view, can best be accomplished 
through the medium of a strong weapons system manager in the 
form of an experienced company. The increased complexity of 
weapons systems has no doubt been the principal reason for the in- 
creasing emphasis upon the weapons system manager concept. 

Going now to the other subject of interest—the subcontractor area, 
our policy is a very simple one. We buy where we can buy best. 
Obviously, we must go to reliable sources. We cannot afford to have 
the operational date of a weapon or a weapon system held up because 
we have relied for the development or production of some component 
on a source that proves incapable of carrying out its obligations. As- 
suming a number of reliable sources, it then becomes a question of 
price, with considerable effort being made to provide an opportunity 
to small business to participate if small business is capable of doing 
the job. We have here to cover this subject, Mr. Frank Dobbins who 
is our director of materiel at the corporate level. 
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In order that you may havea better understanding of the physical 
concept of the weapons systems that we propose to discuss during our 
testimony, I would suggest that it would be extremely advantageous 
to take the time now to view a short motion picture covering certain 
aspects of the Minuteman and Bomare programs. Since the films are 
classified secret, the presentation would have to be made in executive 
session. 

Mr. Hésert. Is that the end of your statement? 

Mr. ALLEN. Yes, sir. 

Mr. Courtney. That is the end of his prepared statement. How 
long is the film ? 

Mr. Sxeen. About 38 minutes. 

Mr. AuLeN. There are two films, that will take between 35 and 40 
minutes. 

Mr. Hépserr. Just before we go into executive session in the counsel’s 
chambers, Mr. Allen, I want to have one thing cleared up for the 
benefit of the committee. 

As I understand your concept of the weapons concept system, it is 
the single manager concept, that is, one individual firm is responsible 
to the services for the end product ? 

Mr. Auten. Yes; I think the matter of responsibility and being able 
to look to one source to produce a result is all important, sir. 

Mr. Héserr. At what stage does the responsibility begin and end, 
in your concept of this system? Do I make myself clear? In other 
words, we will stretch it out. Your responsibility begins here [indi- 
cating], and ends there, with the finished product. 

Mr. Auten. By achieving the objective, yes. 

Mr. He&serr. By achieving the objective. And you are in complete 
control from the beginning to the end. 

Mr. Auten. Yes. Of course, when you say complete control, sir, 
we are working closely not only with the Government being sure that 
we achieve the objective that they are after but also working ex- 
tremely closely with our associate contractors in the enterprise. 

Mr. Hésert. Well, now, in your concept does the Departments of 
Air Force, Navy, Army or whoever you are working for do they have 
have the final word in this space here [indicating]? Do they have 
the power of veto on your subs? 

Mr. ALLEN. On subs? 

Mr. Héperr. Yes. 

Mr. Auien. Oh, yes, we have to get their approval. 

Mr. Hépsertr. You do have to get their approval ? 

Mr. Atien. Yes. 

Mr. Héserr. So then the responsibility rests on the services, and 
not you? 

Mr. Auten. Well, we recommend the subcontractors and they ap- 
prove or disapprove. 

Mr. Héserr. So, then, there is a split of responsibility ? 

Mr. Auten. Yes. I couldn’t say that the Government says, “All 
right, here is the job. Now you do it in your own way.” 

fr. Héserr. At a minimum cost, let’s add that, too. 

Mr. Auten. They don’t say that. 

Mr. Héserr. They don’t say that? 

Mr. Auten. No, sir. They monitor the program with varying de- 
grees of intensity. 
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Mr. Héserr. That is a good expression. 

Mr. Harpy. And what does “monitor” mean ? 

Mr. Auten. Well, I think one good example, sir, is on the matter 
of approving our subcontractors. 

Me Harpy. That is in excess of $100,000? 

Mr. Sxreen. Yes—Mr. Dobbins? 

Mr. Dossrns. Yes, that is right, Mr. Hardy. 

Mr. Harpy. If the chairman will permit? That doesn’t mean so 
much. If that is your definition of monitoring, monitoring doesn’t 
mean much because you can have repetitive contracts with the same 
contractor up to $100,000 apiece. You could give him $2 million 
worth of business on repeating orders, without having to get approv- 
al from anybody. Is that correct ? 

Mr. ALLEN. You mean if we set out to follow 

Mr. Harpy. I am not saying whether you set out to do it or not. 
Jam saying you could do it under this arrangement. You could pick 
a subcontractor and give him a $100,000 contract without having to 
get approval from the Government and you can give him a series of 
repeat orders for the same amount without approval. 

Mr. Atten. Yes. That is a device that never has occurred to me 
before. And we have not indulged in it, sir. 

Mr. Harpy. It could be done; couldn’t it? 

Mr. Auten. I don’t think successfully. I will ask Mr. Dobbins to 





reply to that. 

Mr. Dospins. Mr. Hardy, I don’t believe that can happen, because 
we are required to get our contracting oflicer’s approval on orders over 
$100,000. 

Mr. Harpy. Orders over $100,000 ? 

Mr. Dossins. Any order. 

Mr. Harpy. But if your individual order is for $100,000 or less, 
itisarubberstamp approval; isn’t that correct ? 

Mr. Dossrns. Sir, I can’t agree with you, because the contracting 
oflicer monitors our everyday work. 

Mr. Harpy. I don’t know what “monitor” means. That is what I 
am trying to find out. If this is a definition of what monitoring is and 
applies all the way through, then maybe we need a new word. 

Mr. Dossrns. Well, certainly the contracting officer in our plant 
checks our purchase orders. He checks whether we got competition 
or not. 

Mr. Harpy. I am not inquiring as to whether this happens. I am 
inquiring as to whether this is possible under the basic operation. 
Maybe it happens. Maybe it doesn’t. I don’t know. 

Mr. Héserr. But the thing that we are trying to find out, Mr. Allen: 
As Mr. Hardy has suggested, we are not saying these things have hap- 
pened or are Seneieodnat We are finding out whether they could hap- 
pen. We want to keep the door to the stable closed and keep the horse 
init. That is what we are trying to find out. 

So when we ask these questions, it is not in the spirit of saying that 
you are doing it or you intend to do it, but the possibility that it could 
be done. 

Mr. Auten. Yes. 

Well, of course, I think we ought to get a little realistic here. 

Mr. Hépzerr. That is what we are doing. We are very realistic. 
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Mr. AuLEN. On a question of that sort, I would say that one of our 
most valuable assets, if not the most valuable, is the confidence that the 
rocuring agencies, the U.S. Government, has in the Boeing Co 
ow, if we set out to follow a device like Mr. Hardy talked about, 
- couldn’t very well expect to merit that confidence. That would bea 
evice. 
: Mr. Harpy. Well, now, Mr, Allen, that might or might not be a 
evice. 

Mr. Aten. It would be, in my opinion. 

Mr. Harpy. It might be. I think under some circumstances it would 
be. But it wouldn’t necessarily be a device that is designed particu. 
larly to avoid proper governmental supervision. It cou, happen re- 
peatedly, whether or not it started out with a sort of conspiracy. It 
wouldn’t necessarily have to start out that way. 

But would you * 





interested in knowing that the Air Force hag | 


indicated that it was a possibility? So we might as well lay it right 


on the table. 

Mr. Auten. Would I be interested in knowing that the Air 
Force—— 

Mr. Harpy. I am just saying it is a possibility. I am not talking 
about its happening 


Mr. ALLEN. Well, I think you can torture most any situation and — 


figure out a way in which you could avoid the intent, the true intent 
of a given situation. 

Mr. Harpy. I am not talking about intent here now. I am talking 
about possibilities. 

Mr. Auten. [assume that it could be a possibility. 

Frankly, for example, suppose we are going to enter into a contract 
for $10 million with a subcontractor. I suppose we could sit down 
under certain circumstances and give him an order for $99,999 and 
then keep that up along until we used up the $10 million. 

Mr. Dosprns. I expect this could happen. It would be ridiculous 
for us to conduct our operations in that fashion, I believe. 

Mr. Harpy. I am not suggesting that it is done. But I still say 
you might not even necessarily start out with a $10 million contract 
or with a forecast of that much. You might start out with an orig- 
inal contract. of $100,000, which is your figure. That is your mini- 
mum. You might start out on that basis. Then after you had gotten 


into that contract you might see a legitimate basis to extend it for | 


another $100,000. 

My point is simply this: It doesn’t necessarily mean that anybody 
is demonstrating any lack of integrity. But it could be a situation 
which would develop in the course of just normal operations. Maybe 
it wouldn’t go up to $1 million, but you could very easily get one 
that would repeat itself several times, couldn’t you? 

I am not suggesting that anybody is doing anything improper 
or unethical. But I think we ought to look at what the possibilities 
are. 

Mr. Auten. Yes. I would say, Mr. Hardy, that the real test there 
is the matter of intent. If you in good faith enter into a contract for 
$95,000 and that is as far as you think it is going to go, that is one 
thing. But if you have in mind that a source will exceed $100,000 
and you use this device that you speak of, then I say your intent is 
bad. 
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Mr. Harpy. Well, I don’t think we need to talk about intent at 
the moment at all. What I am trying to understand is this, the 
extent to which this system lends itself to a lack of supervision by 
anybody other than the contractor himself. 

Now, it may be perfectly proper thing, but under this arrangement 
[ believe it is now clear that certainly the prime contractor, the man- 
ager under the contract, could award contracts to the same contractor 
running up into many hundreds of thousands of dollars, which would 
not be reviewed or monitored, as you put it, by the Government. 

Mr. Héserr. I think what Mr. Hardy is demonstrating— and if I 
may elaborate on it, too: The subcontractor would not necessarily 
have to receive all contracts of $100,000 and under from one prime. 
He could receive several contracts as a sub, from several different 
primes, for $100,000 or less, which would not be subject to the close 
scrutiny that the committee is interested in. 

(Mr. Allen nods.) 

Mr. Hézert. Thereby allowing that subcontractor the opportunity 
of fudging a little bit, since he knows his books are not going to be 
audited or closely scrutinized. I think that is what Mr, Hardy has 
inmind. 

Mr. Harpy. That is the whole point. 

Mr. Hépzert. It is not the point of using the device whereby a prime 
contractor takes $1 million and deliberately allots that money into 10 
different contracts. 

We are not only interested in you as a prime, but we are interested 
in your subs. 

Mr. Auuen. Yes. 

Mr. Héperr. It is in that area, as I see it, where the money can be 
easily lost; $10,000 to an individual is a lot of money and he could 
well make the $10,000 without anybody’s knowledge if his books were 
not being audited properly. I think that was your question. 

Mr. Harpy. Yes. Mr. Chairman, I think this ought to be pointed 
out. We are not talking about the matter of ethics at this stage of 
the game. I think, though, it must be realized that when you get a 
loose situation of this kind it is an invitation and opportunity for bad 
ethics, if anybody is inclined that way. But that is not the issue at 


, the moment. 


At the moment, the issue is whether or not there is governmental 

rene not only of the prime contractor but of the subcontracts. 
fr. ALLEN. Well, I take it the point you are possibly endeavoring 

tomake is that the $100,000 limit should be lower. 

Mr. Harpy. I don’t think we are making any point at all at the 
moment. 

Mr. Héserr. We are just trying to find out what the facts are, Mr. 
Allen. Weare not making any recommendations. 

Mr. Auten. If the Government wants to audit them right down to 
zero, I wouldn’t have any objection. 

Mr. Hésert. Another thing to keep in mind, our interest is not in 
the technical side as much as the dollar side. Our interest is the 


dollar side. I think you are in a good position to know that a sub 
can overcharge. 


Mr. ALLEN. Oh, yes. 
Mr. Hénerr. I think you would be in a good position to know. 
Ford had to give you $5 million on a contract as a sub, didn’t they? 
40113—59 18 
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Mr. ALLEN. Gave it to the Government. : 

Mr. Hézerr. I mean give it to the Government. It is the Govern- 
ment’s money. 

(Mr. Allen nods.) 

Mr. Hésert. But if that particular matter hadn’t come to the atten- 
tion of the Comptroller General and of this committee, the taxpayer 
would have been out $5 million, wouldn’t he? 

Mr. Auten. Yes. There was a situation where it was a fixed-price 
contract. He made the deal. He might have taken a loss. He did 
make more than anticipated. So he voluntarily give it back. 

Mr. Hésert. Voluntarily? After a little pressure. 

Mr. Auten. I think so. 

Mr. Hésert. That is right. 

Mr. Gavin, you had a question. 

Mr. Gavin. The gentleman said that you think the Government 
ought to audit right down to zero, and that would be all right with 

ou. 

. As far as I am concerned, it would be all right with me. In fact, I 
think they audit right down to the zero. 

Mr. Auten. When I said audit, what I mean 

Mr. Gavin. You said it would be all right with you. You operate 
your business and you operate and audit right down to the zero, don’t 

ou? 
. Mr. Atiten. What I meant was require approval of subcontracts. 

Mr. Gavin. Well, we are not talking about requiring approval. We 
are talking about auditing. You operate your business and you audit 
right down to the zero. 

Mr. Auten. We certainly do. 

Mr. Gavin. You say if the Government did that it would be all 
right with you. 

(Mr. Allen nods.) 

Mr. Gavin. I say the Government should audit right down to the 
zero. So you understand my thinking at least on that. 

(Mr. Allen nods. ) 

Mr. Gavin. Now, when we had Mr. Atwood before us, on April 14— 
and I would like to get your opinions on this—in the programs that 
were proposed, he stated, “We are proposing a fee representing 614 
percent of the estimated cost.” 

That was in the development stage before the production contract 
had been let; and for production he suggested they go into an incentive 
type contract. 

He didn’t enlarge on that as to what kind of an incentive contract 
they were going to arrive at. 

I was wondering what are your ideas about that ? 

Mr. Auten. Yes. I think perhaps my ideas do not differ from Mr. 
Atwood’s. From what you say, I think I understand what he means. 
When you attempt the development of a weapon or a weapons system, 

before any cost experience has been obtained so that you can price on a 
fixed price basis, the usual method that is followed is to enter into what 
is termed a cost-plus a fixed-fee contract, during the developmental 
period, in which you estimate the cost and a fixed fee is then based 
upon that estimate. Whether the cost then varies up or down, below 
or above the estimate—the fee remains fixed. 
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Mr. Gavin. They would still get the 614 percent. 

m- | Mr. Auten. Yes. 
| Now, as soon as cost experience has been obtained so that the Gov- 
_ ernment and contractor are in a position to estimate with reasonable 
€n- certainty the probable production costs, then at least the Boeing Co., 
yer | and I would guess perhaps North American, would favor a different 
. | type of contract, a redetermination contract, so-called, which oper- 
rice ates in this fashion and provides an incentive. 
did | Based upon the production experience over a period of time which 

would indicate what the reasonable costs should be on out. here—— 

Mr. Gavin. As you increase production ? 

Mr. ALLEN. That is right, you set a target. 

Now, if that target is achieved right on the nose, then you get 

whatever profit rate was agreed upon. But there is an incentive 

ent provision put in there, which I think is a very healthy thing. 

ith Mr. Gavin. I would like to know more, Mr. Chairman, about the 
incentive system, that is, how it operates. 

t, I Mr. ALLEN. I was just about to tell you about it. That incentive 
provision operates as follows: 

If the contractor is successful through his offorts in bettering the 
ate target-—in other words, if he produces the article for less than esti- 
m’t mated by the Government and by the company in agreement—then 

the saving accomplished is divided, usually on an 80-20 basis. That 
cts. varies from time to time. It may be 75-25, depending on what the 
We parties agree on, but usually it is 80-20, with the Government get- 
dit ting 80 percent of the savings and the contractor getting 20 percent. 
That is the incentive—in other words, to do a better job. 

If the target is exceeded and costs more than estimated, then 80 

all | percent of the excess is absorbed by the Government and 20 percent 
is absorbed by the contractor, as a penalty for not doing as good as 
had been anticipated. 

the Mr. Gavin. Very few times you get a penalty, though? _ L 

Mr. ALLEN. Oh, no; it isn’t at all. We have had quite a few in- 

stances of that. It operates both ways. ; 

4 Now there is usually also a limit placed upon the amount of in- 

hat centive that the company can make. In other words, there is a top 

61, ceiling. I mean if he undercuts it terrifically, he only gets the in- 
centive up to a certain point. 

‘act Mr. Gavin. How does that operate now with the subcontractor ? 

‘ive Suppose he does a good job? Does he participate in any incentive 

payments from the prime contractor ? 

act | Mr. Aten. Do we enter into incentive contracts with—price re- 
determination clauses ? 

Mr. Dossrns. We have had very few of them. We have one right 
Mr. | now, for example, with a company in the East. It works the same 
ns. | Wayasthe prime contractor. 
em, | . Mr. Auten. If we enter into such a contract with a subcontractor, 
na | itwould work in approximately the same fashion. 
hat Mr. Gavin. What do you think is a fair profit on the finished 
vital | product? You say 61% percent in a preliminary stage, in develop- 
sed | ment of the project. After you get into production, what would 
low | - say would be a fair margin? What percent would you say would 
a fair margin of profit or airplane manufacture ¢ 
Mr. AuLEN. Is this before taxes? 
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Mr. Courtney. It would have to be before taxes. 

Mr. Gavin. Yes, I would say before taxes. 

Mr. Auten. About 12 percent. 

Mr. Gavin. What would that net you, then, after taxes? 

Mr. Auten. About, a little less than, 6. 

Mr. Gavin. Well, I would say that is a fair margin of profit. 

Mr. Aten. Now, that isn’t what we get. Do you want to hear 
me on that subject ? 

Mr. Gavin. Go ahead, sure. We want to know something about it, 
— Aten. The Hébert committee has heard me on this subject 

fore. 

Mr. Gavin. Well, a little repetition won’t hurt them, I am sure, 

Mr. Auten. Well, Mr. Hébert, I will talk a little on that subject 
if you want me to. But you recall you asked me to express myself 
on this subject once before and I did. I feel very strongly on the 
subject. You probably would have to cut me off. But 1 would be 
glad to go heed. if you want it. 

Mr. Gavin. If it is going to take too much time, then later on—if 
you don’t feel in the humor to, maybe at a later date you might. 

Mr. Auten. Mr. Gavin, I feel in the humor to, you can be sure 
of that. 

Mr. Gavin. You seem to be hesitant. I said go ahead. 

Mr. Auten. All right. 

Mr. Gavin. Then you started to question it. If you do, let it go. 

Mr. Auten. If the time is not available, we can take it up at a later 
time. 

Mr. Heésert. I think he indicated, Mr. Gavin, it would take a 
lengthy amount of time. 

Mr. Gavin. What I am interested in is what the gentleman from 
Boeing considers a fair profit. In fact, you are pretty much assured 
anyway 

Mr. Aten. No, we are not. 

Mr. Gavin. Well, pretty much assured. The gentleman from North 
American said 6 or 614. I think—we want you to have a good margin 
of profit. 

Ket me ask you this now: Can you tell us offhand just how much 
the Government has invested in Boeing in land, buildings, machine 
tools and equipment? Say since 1945 

Mr. Auten. No. 

Mr. Gavin. Right from the time we started to go into big pro- 
duction. 

It would be interesting for us to know just how much the American 
taxpayer has put into Boeing. Have you those figures there ? 

Mr. Auten. They haven’t put anything into Boeing. They have 
provided certain facilities—if that is what you mean ? 

Mr. Gavin. That is what I mean. Providing lands and buildings, 
I would say that that is putting something in Boeing—it is Boeing, 
isn’t it? And supposing for sake of argument that there are times 
when you may use those facilities and equipment for commercial pur- 
poses, other than Government contracts. 

Mr. Auten. If we do, we pay for them. 

Mr. Gavin. Well, that is what I would like to know, right now, if it 
is possible. I would like to get the total overall investment that has 
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been made in land, in plants, machine tools, and equipment, over, say, 
the past 10 years. 

Mr. Auten. Yes. Mr. Skeen has a statement here. Wouldn’t it be 
better if we filed that statement? 

Mr. Gavin. Well, maybe if you can give it. Do you have the total 
there ? 

Mr. Sxeen. Yes, sir; Ido. The total I have is not over any given 
period. It is the total cumulative amount that we had as of the year 
end. 

Mr. Gavin. Starting when, Mr. Skeen ? 

Mr. Sxeen. I should say, sir, going back possibly to World War II. 

Mr. Gavin. Yes. 

Mr. Sxeen. These figures that I am about to give you are at original 
cost, Without depreciation—$239 million. 

Mr. Gavin. $239 million ? 

Mr. SKEEN. Yes, sir. 

Mr. Gavin. Now, what—that is land, plants—everything? 

Mr. SKEEN. Yes, sir. 

Mr. Gavin. $239 million. That is a sizable sum of money. 

Mr. Sxeen. Yes, sir. 

Mr. Auten. Mr. Gavin. 

Mr. Gavin. Yes. 

Mr. Auten. I don’t want to let you entirely off the hook on this 
matter of profits. I think I would like to take 2 minutes to just tell 

ou 
; Mr. Gavin. We will get back to that. 

Mr. Auten. All right. 

Mr. Gavin. Let’s stay with this for minute. Now if you are getting 
ambitious to give us a little review, why we will be glad to hear you— 
$239 million. 

Mr. SKEEN. Yes, sir. 

Mr. Gavin. Let me ask you: I suggested that at times you might 
use it for commercial purposes other than Government contracting. 
How much have you actiinlby paid back to the Government since these 
figures were compiled ¢ 

Mr, Sxeen. If it is possible, Mr. Gavin, we will give you this figure 
inamoment. But I think first of all you should know the basis upon 
which we compute such acharge. That basis is outlined in our facili- 
ties contract. We have the right to use Government facilities only 
on Government contracts. The moment we use it on a non-Govern- 
ment principal contract that is not covered by the facilities contract, 
we pay a usage charge to the Government. 

Mr. Gavin. That is what I want to know. 

Mr. Sxeen. Yes, sir. 

Mr. Gavin. How much usage charge have you paid to the Govern- 
ment since this $239 million has been established as the overall figure ? 

Mr. Skeen. Well, I can give you a figure, Mr. Gavin, for 1956, 1957, 
and 1958—just 3 years. There have been additional payments back 
inthe Stratocruiser days, which I do not have. But the figure for the 
past 3 years is $214 million. 

Mr. Gavin. Two and a half million for 3 years. It would be inter- 
esting—why don’t you get back and get the figures—— 

Mr. Sxeen. May I correct that, sir? 
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Mr. Gavin. Yes. 

Mr. Sxeen. That is not a cumulative figure. The summation of 
these 3 years I just mentioned—1956, 1957, and 1958—are $448,000 in 
1956, $1,179,000 in 1957, and $2,500,000 in 1958, for a total roughly 
here of $4 million, approximately $4 million. 

Mr. Gavin. About $4 million. That is what Uncle Sam got back 
for usage of 

Mr. Sxren. Government facilities on non-Government principal 
contracts. 

Mr. Pricer. Did that include the usage of the machines as well as 
the buildings, facilities, and so forth ? 

Mr. SKEEN. Yes, sir. 

Mr. AutEN. Now, it should be made clear that this usage charge 
that Mr. Skeen has just testified to only involved a small portion of 
the facilities that is represented by the larger figure that he gave you, 
representing the Government investment. 

Mr. Gavin. When does this $239 million start from? When did 
yousay? Approximately what time? 

Mr. Sxeen. We certainly have some facilities that were acquired 
during World War II, I would say in the early 1940’s, Mr. Gavin. 

Mr. Gavin. The 1940's? 

Mr. SKEEN. Yes, sir. 

Now, I would also point out with respect to return to the Govern- 
ment on the facilities, that throughout this time there has been no 
depreciation charges, obviously, going into the price of our articles 
for those facilities—Government articles. And, further, the profit 
rates which have been negotiated have taken into account the fact that 
there was this amount of Government facilities being utilized for the 
end benefit of the Government by the Boeing Co. 

Mr. Gavin. Did we ever ask the negotiators that particular ques- 
tion? Idon’t recall what we found out, on that score. 

Mr. Auten. You will recall, Mr. Chairman, that when we made 
our presentation here 3 years ago, Mr. Skeen had a chart in which he 
outlined the investment in Government facilities and demonstrated 
that if those had been privately owned, actually by virtue of having 
gone into a part of our cost and having made profit thereon, that— 
well, the Government in effect saved money by having the Government 
facilities. Thatiswhatitamountedto. ‘That was your point. 

Mr. Sxeen. That isthe substance of it. 

Mr. Gavin. That is your conclusion. 

Mr. Auten. No; that is what the facts show. 








Mr. Gavin. What is Boeing’s capitalization? What was it back | 


in 1940? 
Mr. Auten. I can’t pick that figure out. 
Mr. Gavin. Your auditors are here. You are talking zeros. Cer- 


tainly somebody in your finance setup here ought to be able to give the | 


capitalization of Boeing. What is it today? 

Mr. Auten. Do you want to know, in effect, the net worth—in other 
words, how much we have in the business ? 

Mr. Gavin. No. I want to know what your capitalization is. What 
is it? $100 million, or $200 million, or what ? 

Mr. Atxen. The net worth is a little over $200 million. 

Mr. Gavin. I am not asking about net worth. I am asking what the 
capitalization is. 





fh 
eee 








S- 


de 
he 
ed 


ng 


nt 


er- 


che | 


1er 


hat 


the 





WEAPONS SYSTEM MANAGEMENT 195 


Mr. ALLEN. Invested capital ? 

Mr. Gavin. Yes; you know what I mean. What did the stock- 
holders put into the company? Not your net worth today. I just 
want to see what was put in and what Uncle Sam has put in. That 
is what I am trying to find out. 

Mr. ALLEN. We will get you that figure. 

I would call attention to the fact that the real figure that I think is 

rtinent is the invested capital plus the retained earnings. Instead 
of paying it out to stockholders, we have retained a very large 

reentage. 

Mr. Gavin. You made some earnings, too, on what the Federal Gov- 
ernment put into the plant. What I am trying to find out is what 
your investment was. 

Mr. Auten. Yes. As of December 31, 1958, our capital stock as 
represented on our balance sheet is $113,348,983. And retained earn- 
ings—would you like to have that, sir? 

{r. Hess. Let’s have that. 

Mr. Héverr. Let’s have that. 

Mr. ALLEN. $88,246,048, or a total investment in the project, as we 
view it of $215,595,031. 

Mr. Gavin. Well, the Government has a lot of money in there. 

Mr. Aten. No; the Government doesn’t have any money in there. 

Mr. Gavin. Well, the Government has put up a lot of money. 

Mr. ALLEN. No; they haven’t. 

Mr. Gavin. It is logical. I don’t argue the question. They put up 
$939 million. 

Mr. ALLEN. Oh, yes, but it is not in that figure. 

Mr. Gavin. Not in that figure; no. 

Mr. AtteN. That is right. 

Mr. Gavin. But I say the Government has contributed greatly to 
the development of the industry, you might say, and there is possibly 
no other solution to the problem. The Government doesn’t want to 
be in the aircraft industry. And we either have to work with you or 
the Government goes into business itself, which we don’t want. We 
are just trying to find out what the Government has put in, in coop- 
erating with you in the development of these various major contracts, 
which are sizable. 

Mr. Auten. Yes. I simply don’t want any loose statements made 
that any of that money there represents Government investment. 

Mr. Gavin. What do you mean “loose statements” ? 

Mr. AuLeN. Well, that the Government put in any of that. That 
money was all properly earned. 

Mr. Gavry. That $201 million; I don’t question that. 

Mr. ALLEN. Yes. 

_ Mr. Gavry. I was just trying to ascertain what the Government put 
in, in land, buildings, and equipment, and you said $239 million. 

Mr. AttEeN. That is right; we gave you that figure. 

Mr. Gavry. And your company has put in $113 million actual cash 
on the barrelhead, and your earnings are $88-million. So you got $201 
million of your money in there. 

Mr. Atten. That is right. 

Mr. Gavin. Along with the Government’s $239 million. 

Mr. Price. Mr. Gavin, may I ask a question there? 
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Mr. Gavin. Yes. 

Mr. Price. Does that figure that you have just read represent facilj- 
ties that were originally built by the Government that you Jater 
purchased from the Government ? 

Mr. ALLEN. To some extent, yes. We bought—after the war we 
bought some facilities from the Government, that were built. But 
I can’t give you that figure, Mr. Price. 

Mr. Price. Well, could you supply it for the record? 

Mr. ALLEN. Yes, sir. 

Mr. Price. What you bought and what the estimated original cost 
was and the figure you purchased it at? 

Mr. Aten. Yes, sir. 

(The information referred to is as follows :) 


BOEING AIRPLANE Co., 
Seattle, Wash., May 8, 1959, 
Mr. JoHN J. CourTNEY, 
Special Counsel, Subcommittee for Special Investigations, 
House Armed Services Committee, 
House of Representatives, Washington, D.C. 

DEAR Mr. CourtTNEY: During the testimony of Mr. William M. Allen, presi- 
dent of Boeing Airplane Co., before the Subcommittee for Special Investiga- 
tions of the House Armed Services Committee on Wednesday, April 29, 1959, 
Mr. Price raised a question relative to the purchase by Boeing of Government 
facilities. 

A review of our records reveals that purchases of Government-owned facilities 
were made in 1943 and 1947. The 1943 purchase price amounted to $7,102,818 
and covered real property and machinery and equipment which had an original 
cost to the Government of $7,564,223. The second transactions, in 1947, involved 
a purchase price of $1,114,489 and related to machinery and equipment with 
an original cost of $3,237,553. The purchase price in the second transaction 
represented the depreciated value of the property at the time of purchase. 

If further information is required, please advise. 

Yours very truly, 
H. W. Haynes, Assistant Controller. 


Mr. Harpy. If the gentleman from Pennsylvania would yield fora 
clarifying question on this question of original investment ? 

Mr. Gavin. OK. 

Mr. Harpy. It might be pertinent to inquire as to whether the $113, 
348,000 which shows in your capital stock account—whether that rep- 
resents initial investment or whether that also represents some stock 
dividends or other earnings that have been capitalized. 

Mr. Aten. It represents both. 


Mr. Harpy. So the $113 million, then, is not an accurate reflection | 


of the original dollar investment ? 

Mr. Auten. Oh, no. The stockholders—I don’t know. The con- 
pany started out with a very small 

Mr. Harpy. I am not necessarily talking about what was paid in 
originally. I was just trying to clear up what I thought Mr. Gavin 
was trying to develop. 

Mr. Gavin. The capital structure. 

Mr. Harpy. That is right. 

Mr. Gavin, And how it was arrived at. 

Mr. Harpy. Whether it represents paid-in capital or whether it 
represents the earnings. 

Mr. Auten. Both. 

Mr. Hépertr. May I get off that subject 
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Mr. Gavin. Just a minute. I would like to ask Mr. Allen whether 
or not the Government is contemplating the purchase of any addi- 
tional land or buildings or furnishing them for any particular con- 
tracts that you now have or anticipate ? : 

Mr. Auten. I don’t know of any land or building that the Govern- 
ment is contemplating providing. | 

Actually, the facilities that the Government provides at the present 
time primarily consist of special-purpose facilities which are only 
usable in connection with a specific project and wouldn’t be usable for 
general purposes. 

Mr. Gavin. What about machine tools? 

Mr. Atien. Well, general purpose machine tools, to my knowledge, 
the Government is not providing. 

Mr. Gavin. There is nothing anticipated in the way of new build- 
ings, machine tools, or equipping of the buildings? We only ask that 
question because most everything under defense comes before the 
House Armed Services Committee for authorization. And there are a 
number of these plants where branches of defense go ahead and put 
up very sizable structures without anybody having knowledge. Is that 
correct or not ? 

Mr. Héserr. That is what we are trying to develop, Mr. Gavin. 

Mr. Gavin. Just one more. Let me ask: After a prime contractor 
has been determined and occasionally there are some items that are 
held up for approval, do you find any dilatory tactics in any branches 
of defense, that don’t cooperate with you to get the problem solved 
so you can get on with the work ? 

Mr. Auten. Are you talking now in connection with our contracts 
for the manufacture of weapons, or are you talking about facilities? 

Mr. Gavin. Weapons. 

Mr. ALLEN. Weapons. 

Mr. Gavin. Yes. 

Mr. Auten. Well, I would say that generally we get very fine co- 
operation. It must be recognized that our Government is a very com- 
plex structure and there are many agencies involved. 

Mr. Gavin. We are quite familiar with that. 

Mr. AuteN. I would think so. 

Mr. Gavin. Yes. 

Mr. Auten. And we run into delays at times that 

Mr. Gavin. What do you do about it, then? Suppose you are try- 
ing to expeditiously fill the contract and some branch of Government, 
one of the services, fails to cooperate with you as they should, what 
do you do then? You just sit there and wait until such time as they 
get ready to give you an answer, or do you say, “Now you have had 
this for 30 or 60 days, what are you going to do about it? We would 
like to get on with the job. Or aren’t you in the habit of talking 
to them that way? 

Mr. Aten. Oh, yes, we are. We project the problem, sir. That 
means we put some competent people on it to follow up, to go and 
see the agency involved and find out what we can do about expediting 
it. If we didn’t do that, we would be dead in the water. 

Mr. Héprrr. Just one final question before we go in executive ses- 
sion, Mr. Allen. I want to bring this into clear focus. That is the 
problem of what is your authority as related to your responsibility. 
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As I understood you, you said that the Government or the service 
has the power of veto over the letting of your subs? 

Mr. AEN. Yes, sir. 

Mr. Hésert. You must get their approval ? 

Mr. ALLEN. Yes, sir. 

Mr. Héserr. Well, if the Government or the agency overrides your 
judgment, then doesn’t that remove from you the authority to discharge 
the responsibility ? 

Mr. Auten. No, sir. No, sir, it doesn’t work that way, as I am sure 
you know. 

Mr. H&zert. No, I am not sure. 

Mr. Aten. If there is a split responsibility, which there often is, 
nevertheless our reputation depends on the ultimate result and that 
is the most valuable asset we have, and we do the best we can to try 
to bring about the best result we can. 

Mr. Héserr. We admit that. 

Mr. Auten. Yes. 

Mr. Hésertr. Your reputation is not at stake. I am talking about 
the divided responsibility. 

Mr. Atien. Well, if you are looking at it from the standpoint—~ 

Mr. Héserr. Because—may I implement what I have just said? 
The impression that we have gotten is that, in this new so-called 
Weapons System Concept, the contractor is given the responsibility to 
discharge this contract, and yet along the way the Government re- 
serves the right of veto, which would override the judgment of the 
contractor. So if the contractor does not have Prenadl wee authority to 
discharge his responsibility, how then can he be held responsible. 

Mr. Auten. That is a very logical approach, but it simply doesn’t 
operate that way, Mr. Hébert. 

Mr. Hésert. From your experience, you say it doesn’t operate that 
way! 

Mr. Aten. No, sir. 

Mr. Héserr. All right. But it is, I think, a very logical conclusion. 

Mr. ALLEN. Yes. 

Mr. Hésert. All right. 

Mr. Auten. I might say that, under those circumstances where there 
is a split responsibility and it doesn’t work out well, that is the result; 
it’s not the way we would like to have it, if the Boeing Co. or Allen 
rared back and said, “Well, why didn’t you give us the complete re- 
sponsibility to start with, it is just too bad”—I don’t think that is the 
way to get the job done. 

Mr. Hésert. No. But it would bea fact. 

Mr. AtLen. Oh, sure. 

Mr. Héserr. If a weakness developed in a sub that the Government 
had selected over your judgment and the job was not a good job, then 
certainly you would have a real squawking point there. 

Mr. Aten. That is right. 

Mr. Héverr. Well, that iscorrect. So then this system is not what it 
is represented to be—a full responsibility system. It is still a dual 
personality. 

Mr. Auten. That is right. 

Mr. Gavin. Because if it is an imperfect piece of equipment, you 
can say, “Well, you wanted it done this way and we followed your 
instructions,” even though it was against your better judgment. I 
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think what the chairman wanted to know: Do you have the final 
say-so ? 

Arr. Hzsert. No, they don’t. 

So, in other words, what this system really amounts to, shorn of 
all its marbles and beads or whatever you want to call it: It merely 
makes you a manager to follow through at a fee, a fee added to the 
contract, isn’t that right ? 

Mr. AtLEN. No. We have more—— 

Mr. Hezert. sie make you a manager and they pay you a fee for 
being that manager 

Mr. AuLEN. Yes, but 

Mr. Hérverr. But the Government always has the final say-so? 

Mr. ALLEN. Well, that is a generalization that I don’t think tells the 
story, Mr. Hébert. 

We have the responsibility of producing the result, with all of the 
facets that are involved in that. 

Now, we don’t do it without consultation with the Government. We 
don’t do it without direction from the Government. It is a matter of 
teamwork. 

Mr. Héserr. Well, hasn’t that always been the case, except now 
they put a manager in at 614-percent fee, or in the case of Lockheed, 
at a 2-percent fee, which was not present before ? 

Mr. Auten. I don’t think the weapons system concept is anything 
that is new, that somebody just rared back and thought up a few years 
ago; no. 

“Mr. Hevertr. That is what we are trying to find out. That is the 
reason we are trying to get the facts out on the table. 

Mr. AtLEN. Yes, and that is why we wanted to come here and show 
you different types of projects which call for really a shading of 
different types of management. We thought that would be helpful 
to you. 

Mr. Hénerr. That is right. The only new gimmick in it is a mana- 
gerata fee. That is the only difference. 

Mr. Auten. No. No,sir. No. 

The manager doesn’t get the fee. I mean, the weapons system 
manager concept is a means of accomplishing a result. 

Mr. Héperr. Why are we talking about fees, then ? 

Mr. Auten. Well, the fee is the compensation 

Mr. Héeerr. A mere bagatelle, 614 percent and 2 percent. 

Mr. AtteN. Compensation that is paid for doing the whole job. 

Mr. Hénerr. That wasn’t paid before. 

Mr. ALLEN. Oh, no. 

Mr. Hérnerr. Before, you performed the same services under the 
complete direction or allegedly under the supposed direction of the 
Government, and here the Government turns over to you the mana- 
gerial function. 

Mr. Gavin. For the whole prime contract. 

Mr. Héserr. For the whole prime contract. 

Mr. Auten. There is no difference in fee, sir. 'The fees under what- 
ever kind of contract you are talking about haven’t changed or the 
compensation to the contractor hasn’t changed. Not one bit. As a 
matter of fact, the contractor today gets less than he used to. If you 
would like to have me expound on that, I would be glad to do so. 
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Mr. Hésertr. Not at this moment, but we will get into it. Don’t 
worry. We are not sloughing it off. We are kind of pressed as to 
time. I wanted toclear that up. The committee will go into executive 
session in the counsel’s chambers to see these films. We will be back 
afterward. 

Mr. Gavin. Getting back to the weapons system just for a minute 
there is a new technique evolved. There isn’t any question about that. 
Three or four years ago you had overlapping, duplication, and argu- 
ments about subcontracts. The Government was handling some sub- 
contracts and you were handling some subcontracts. Now you are 
under one definite management head, where the prime contractor 
supervises the whole operation from its start until the product is 
finished; isn’t that right ? 

Mr. Auten. Mr. Gavin, I think as we develop this thing, you will 
see that in reality there hasn’t been any change. 

There has been increased complexity in weapons systems which 
has called for, you might say, greater coordination. 

Mr. Gavin. That is right. 

Mr. Auien. Of bringing together of talents and skills and so forth. 
But his weapons system concept: Thot is a phrase that has been 
widely used and not so widely understood. 

Mr. Gavin. Who originated that weapons concept system ? 

Mr. Auten. I don’t know. I don’t take any responsibility for that. 

Mr. Hépert. We will get into that later. 

Mr. Courtney. Mr. Allen may be excused, Mr. Chairman ? 

Mr. Hésertr. You may be excused, Mr. Allen. 

Mr. Courtney. Mr. Chairman, for the press, the next witness will 
be Mr. Lysle Wood, who is scheduled as witness No. 2. 

The committee will meet in executive session to view the film and 
then continue with Mr. Allen further. 

(Whereupon, at 11:15 a.m., the subcommittee adjourned to recon- 


vene at 10 a.m., Thursday, April 30, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


THURSDAY, APRIL 30, 1959 


Hovusr or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 :40a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Hésert. The committee has ended its executive session, and 
will now reopen public hearings. Mr. Courtney ? 

Mr. Courtney. Mr. Chairman, Mr. Clyde Skeen, who is the as- 
sistant general manager of the systems management office of Boeing 
Airplane Co., will speak to the subject of the committee’s inquiry 
on the contracting arrangements and the management system as car- 
ried out by Boeing. 

Mr. Héperr. All right, Mr. Skeen. 


STATEMENT OF CLYDE SKEEN, ASSISTANT GENERAL MANAGER, 
BOEING AIRPLANE CO. 


Mr. Skeen. This morning in executive session we have shown you 
some films and slides which we believe have served to inform the 
committee generally of some of the program facets of the Minuteman 
program. 

I, therefore, request, sir, with your permission, that I file my state- 
ment in its entirety for the record and in the interest of time saving, 
brief some of the more important items for the benefit of the com- 
mittee. 

Mr. Héperr. You may do so. 

Mr. Sxern. As Mr. Allen pointed out, the Boeing Airplane Co. 
currently is performing as a supplier under several weapon system 
procurement concepts. One concept is typified by the contractual 
arrangement for research and development of the Minuteman Inter- 
continental Ballistic Missile System. In view of the importance and 
urgency which attaches to this strategic weapon system, it is particu- 
larly appropriate to discuss Boeing’s role in the Minuteman program 
with this subcommittee. 

In the remarks which follow, I shall describe the relationships 
which exist between and among the several associate contractors and 
the Air Force in executing the program; I shall outline the chrono- 
logical sequence of events leading up to award of contract to Boeing 
for its portion of the Minuteman program; I shall discuss the char- 
acter of our proposal and the extent of the intense competition in 
which we were successful; and I shall conclude with some general 
comments regarding weapon system procurement. 
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First with respect to relationships. 

The Minuteman development program is managed by what we refer 
to as the BMD/BMC/STL complex, located in Inglewood, Calif, 
As you gentlemen know, BMD is the Ballistic Missile Division of 
the Air Research and Development Command. BMC is the Ballistic 
Missile Center of the Air Materiel Command. STL is the Space 
Technology Laboratories of Thompson Ramo Wooldridge Corp, 
These three organizational elements operate as an integrated system 
— management team as disclosed in page 3, the chart 
thereon. 

BMC is the executive agent responsible for accomplishment of all 
phases of the Minuteman development program—design and manu- 
facture of the missile and all its fet equipment, the design and 
construction of developmental and operational system facilities and 
provision of logistics support and trained personnel to operate and 
maintain thesystem. It provides overall program planning, direction, 
and control. BMC provides business management, including the for- 
mal contracting function, and logistic support. STL provides systems 
engineering, design coordination, and technical direction. 

All these are very vital functions of weapon system management. 
Boeing is one of the several associate contractors in the Minuteman 
research and development program. Our primary responsibility is 
for weapon system integration. In this role, we provide for design 
integration, physical integration of subsystems, and the testing out 
of the total weapon system. 

Additionally, we are responsible for development of the launch 
and control system as a natural corollary to our primary responsibility. 
Each of the other associate contractors is responsible for development 
of a major subsystem as follows: 

Boeing and the other associate contractors have or will have a num- 
ber of first tier subcontractors to develop various components and to 
furnish equipment, materials, and services of various kinds. Of course, 
the first tier subcontractors will be supported by second and third tier 
subcontractors according to the requirements of the development pro- 


am. 

Here is how BMD-BMC-STL performs weapon system manage- 
ment, as the customer of ours. 

BMD, assisted by BMC and STL, retains overall control of the 
program and coordinates all basic technical designs. It must con- 
tinuously evaluate all the factors affecting optimization of weapon 
system design and continuously review design and development prog- 





ress by all the associate contractors. Boeing, as assembly and test 
contractor, must maintain close, continuing coordination with BMD- 
BMC-STL and with the other associate contractors to integrate the 
subsystems. To accomplish and facilitate this coordination, the Bal- | 
listic Missile Division has established a very effective managerial | 
system. 

An initial plan is developed by the BMD-BMC-STL complex and 
forwarded to the associate contractors to be used as a guide in working | 
out their respective detailed program plans. The associate contractor | 
plans are then submitted to BMD-BMC-STL where they are inte- | 
grated into an overall master program plan which, when released, be- 
comes the basic authority and direction for implementation of the. 
contract. In this manner realistic key dates are established for use as | 
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targets and basis for measuring progress. This plan is a manage- 
ment tool for the BMD-BMC-STL complex and guidance for the 
contractors. Progress is monitored and compared with key dates or 
milestones in the master program plan. 

To insure frequent review of program status, progress, and problem 
areas, technical directive (TD) meetings are held regularly. meet- 
ings are chairmaned by representatives of STL and scheduled in 
advance so that once each month the STL specialists concerned meet 
with their opposite numbers in each of the associate contractor organi- 
zations and hein reports from them. 

The monthly meeting between STL and Boeing, the assembly and 
test contractor, normally is attended by representatives of the other 
associate contractors. 

The minutes of these meetings and other instructions from STL 
become “technical directives” which are processed through BMD, the 
responsible executive agent, and the administrative contracting officer 
in BMC. They are released as legal amendments to the prime 
contract. 

By means of these meetings, STL monitors progress and provides 
technical direction. Close relationships and continuing coordina- 
tion among the associate contractors and between BMD-BMC-STL 
and the associates is thus achieved. The system is designed to shorten 
lines of communication and facilitate prompt decision making with 
resultant savings in time and cost. 

Complete control of subcontracting is retained by the contracting 
agency, BMC, as will be shown later and all direct contract charges 
and overhead expenses are carefully audited by resident Air Force cost 
inspection personnel as standard routine procedure. 

We have enjoyed excellent relationships with BMD-BMC-STL and 
have been most favorably impressed with the capabilities of the per- 
sonnel assigned to Minuteman by the BMD-BMC-STL complex. 
And, in summary, we are extremely gratified by our progress to date 
on the program as a result of this association. 

A brief summary of how BAC won Minuteman assembly and test 
and ground environment contract. 

For many years the Boeing Airplane Co. has been in the business 
of developing, producing, testing, and servicing strategic weapon 
systems. As a logical and necessary adjunct to such responsibility, 
we continuously have analyzed system requirements and conducted 
system feasibility studies and other applied research to insure 
optimization of today’s weapon systems and to perceive the roles 
and technologies of advance weapon systems. 

Thus, although our major programs in recent years have been in 
the manned-strategic-bombardment area, we have kept abreast. of 
developments in the ICBM field for several years. Early last vear 
we foresaw the probable procurement of a “second generation” ICBM. 
We expanded our system analysis efforts in this area into an intensive 
study and experimentation program. We established contact with 
the Ballistic Missile Division and made that organization aware of 
our efforts, our capability, and our desire to compete for business in 
the ICBM field. 

On July 24, 1958, we received a request for proposal for the Minute- 
man assembly and test. Because it is typical of such invitations, 
and because, Mr. Chairman, it cites legal authority and describes the 
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thoroughness of procurement procedures which lead to a source selec- 
tion, it is recommended that the subcommittee peruse it. I have a 
copy available for the record, and it is so attached to my testimony, 

The Boeing Airplane Co. has no way of knowing the number of 
other firms to which this invitation was sent. However, at the pre- 
proposal briefing, 22 companies were represented. It is reasonable 
to assume that the request for proposal had been sent to more firms 
than those present. 

In proposing on the assembly and test portion of the Minuteman 
contract, the Boeing Airplane Co. did its best to comply with the 
request for proposal, which in essence called for our approach to the 
managerial and technical plan for performing the developmental tasks 
described. 

In addition, we made an effort to demonstrate our understandin 
of the Minuteman concept by virtue of our extensive preproposa 
activities and by virtue of our experience in the development of large 
and comprehensive weapon systems, particularly strategic weapon 
systems. 

We gave particular emphasis to the manner in which we would con- 
duct our activities with relation to BMD-BMC-STL and with the 
other associated contractors. 

Boeing proposed to establish a strong Minuteman program manager 
position within its systems management office in the event we won this 
award. 

We named our prospective manager and all key personnel to support 
him in the program. We prepared a comprehensive master program 
plan for carrying out our responsibilities. We stated our willingness 
to adjust organization and procedures as necessary to execute the pro- 
gram as desired by the Air Force. 

We also furnished our proposed “make or buy” and subcontractor 
structure, and a detailed cost estimate. 

Regarding the subcontractor structure, which I know is of extreme 
interest to this committee, Boeing recognized that the scope of the 
assembly and test portion of the Minuteman program would require 
contributions from other research and manufacturing organizations 
throughout the country to augment our own capability. 

Accordingly, during the proposal preparation period, we developed 
comprehensive subcontractor work statements and established firm 
procedures for integrating the subcontractor’s team effort. We then 
contacted a large number of potential subcontractors with proven 
abilities in their respective fields. 

We organized a subcontractors’ Minuteman symposium and invited 
companies who had developed excellent production and research capa- 
bilities in their respective fields. The subcontractor representatives 
were given a general presentation of Minuteman requirements and 
were requested to attend conferences to discuss work statements which 
required the subcontractor to design, develop, test, and produce the 
items set forth in specific areas. 

Each company was then given an opportunity to present its capabil- 
ities for contribution to the Minuteman effort. Using the following 
criteria for competitive evaluation, Boeing selected qualified subcon- 
tract sources, based on— 

1. Utilization of new ideas in design concepts ; 
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2. Proven abilities, affectiveness, reliability, and contributions 
to technological advances; 

3. Prior experience in similar projects; 

4. Assignment of outstanding personnel, research potential, and 
testing and manufacturing capabilities for participation in the 
Minuteman effort ; and also, by no means lastly, 

5. Cost considerations. 

In consideration for furnishing engineering assistance during the 
proposal development period, Boeing agreed to include these com- 

anies in its proposal on Minuteman as prospective subcontractors but 
only with the understanding that final selection of specific subcontrac- 
tors would be subject to Government approval. 

The qualifications and related experience of these companies were 
cited in our proposal, together with our reasons for selection. 

Approximately 1 week after the written proposal was submitted, 
each prime contractor was invited to brief the Air Force Proposal 
Evaluation Board on his proposal. The Proposal Evaluation Board 
was made up of 10 members of which 8 were Air Force officers and 2 
were Government civilian employees. 

The organizations represented on the Board were: Headquarters, 
Air Research and Development Command; the Ballistic Missile Divi- 
sion; the Ballistic Missile Center; the Wright Air Development Cen- 
ter; and the Strategic Air Command. 

Intensive competition for the assembly and test portion of Minute- 
man weapon system was indeed evident. As pointed out earlier, 22 
companies attended the bidder’s briefing. Eleven companies chose to 
submit formal proposals. These companies included a substantial 
segment of American industry in the automobile, electronics, aircraft, 
and missile fields. These companies were General Motors, Bendix 
Aviation, Douglas Aircraft Co., General Electric Co., Martin Co., 
Boeing Airplane Co., Chrysler Corp., Convair, McDonnell Aircraft, 
North American Aviation, and Northrop Aircraft Corp. 

We are not aware of the specific criteria and relative weights 
assigned to each criteria used by the Air Force in the selection process. 
We understand that all factors of the proposal, as stipulated in the 
RFP, were carefully evaluated and that credit was given for technical 
and conceptual innovation and evidence of management capability. 

We understand that the findings of the Proposal Evaluation Board 
were reviewed and forwarded by the commander, Ballistic Missile 
Division, to Headquarters, U.S. Air Force, together with his recom- 
mendations. 

Further, we understand those recommendations were concurrently 
reviewed, by direction of Headquarters, U.S. Air Force, by Head- 
quarters, Air Materiel Command, and by Headquarters, Strategic Air 
Command. Finally, we believe the Air Force recommendations were 
coordinated with other agencies of the Department of Defense. 

We were informed by telegram from BMC on October 10, 1958. 
that our proposal was unanimously evaluated as the best submitted 
and award of the assembly and test contract would be made to Boeing. 
The evaluation process had taken approximately 5 weeks. A letter 
of contract was signed on October 14, 1958. 

Now with respect to contracting types. 

For the Minuteman program, the Air Force proposed a cost-plus- 
a-fixed-fee type of contract. 
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It is our belief that for a research and development program the 
cost-plus-a-fixed-fee is logical and fair and that when used in con- 
junction with Government audit and cost inspection processes, it truly 
is in the best interests of the Government. It has been our experience 
that when properly employed, cost-plus-a-fixed-fee contracts do not 
detract from incentives toward efficiency. 

In our view, the overriding consideration in the selection of CPFF 
contracts for the preliminary phases of a weapons system program is, 
of course, the inability to accurately estimate the costs of each phase 
of the weapons system development. 

While the CPFF contract form may not appear to provide, in itself, 
substantially, incentives toward efficient performance, there are a num- 
ber of conditions which definitely do provide positive motivation to- 
ward efficient performance in the research and development, and we 
would like to list these. 

1. The intangible, but nevertheless real, personal desire on the part 
of a contractor’s management and research and development person- 
nel to solve the technological challenges presented to them as rapidly 
as possible. 

2. The very practical consideration that rapid and successful com- 
pletion of the research and developmental and initial production 
phases is necessary before volume production of operational systems 
can commence. It is only in this later phase that a contractor’s phys- 
ical, financial, and human resources can be fully and profitably em- 
ployed. The speed with which research and development and initial 

roduction is accomplished is in itself a practical measure of efficiency. 
Satisfactory results are produced in research and development of a 
weapons system program by efficient use of scarce scientific and tech- 
nical skills and not by piling on large numbers of personnel or un- 
necessary facilities. 

3. The entire environment in which the development of a new weap- 
ons system to the point of volume production is performed is charac- 
terized by intense competition. 

To illustrate, there is, as I described in the case of Minuteman, com- 
petition to secure R. & D. contracts. Also, there is direct competition 
between systems capable of performing similar missions, and there 
is a direct competition between two or more contractors working on 
initial research and development of the same system. These areas 
of competition are multiplied severalfold when the subsystems, com- 
ponents, and equipment items making up the weapon system are 
considered. 

Costs and prices are also, however, directly involved in this com- 
petitive atmosphere. The military services, limited in the total funds 
assigned to them, are concerned with costs—the prices of individual 
pieces of equipment and the costs of the entire operating weapons sys- 
tem in relation to its mission during the period in which it 1s opera- 
tional. Heavy emphasis is placed by military procurement agencies on 
the cost of systems and components during the initial phases of the 
program. 

High-cost performance cannot be concealed. A reputation for high 
costs is damaging to any contractor seeking to remain in the defense 
contracting industry. 

With your permission, I would like to step to the charts. T would 
like to illustrate the latter point that I have been making about the 
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relative volume in terms of dollars of an R. & D. effort with a major 

roduction program, and to show you that the production effort in 
this particular area here is always substantially more than the R. & D. 
effort. 

So the R. & D. program must go properly. We must develop the 
system. We must develop it timely—during this time we have com- 
mitted our most scarce scientific and technical engineering types, and 
jf during this period when the volume is real low in the case of the 
B-47—this is an actual case—around $5 million to $10 million per 

ear. 
. What we were really after was the production program. 

So the stakes are high, and if we had delayed, some other system 
might have come along and replaced the medium B-47 program. 

§, we contend that during an R. & D. program there is definite in- 
centives to get along with the program and get it to a point where it 
can be placed into production. 

Mr. aor: That is a good contention, Mr. Chairman. I want to 
talk about that later. 

Mr. Skeen. Next, I wish to discuss the relationships in the Minute- 
man program which pertain to subcontracting. A few minutes ago I 
discussed the participation of prospective subcontractors in our pro- 
posal effort and the manner in which they were selected. Between con- 
tract awarded in October and the end of 1958, we worked with BMD/ 
BMC/STL in developing proposed statements of work for subcon- 
tractors. In January, representatives of our company made a com- 
prehensive presentation to the commander, Ballistic Missile Center, 
on subcontract activities and proposed procedures. 

The Ballistic Missile Center informed us that our methods and 
procedures were approved in principle. The ene of time, however, 
made it obvious that many companies not available during the proposal 
period were now interested and anxious to perform. 

Therefore, as BMD/STL approved work statements become avail- 
able, we plan to hold open competitions, once more using the pro- 
cedures applied during the proposal period. As yet no subcontracts 
for development work on Minuteman have been let. 

Finally, I wish to comment on weapon system management. Es- 
sentially, every product which the Boeing Airplane Co. produces is an 
element of a complicated system. If these Boeing products and, more 
significantly, the systems to which they contribute are to be optimum, 
then it is essential that each element be designed and produced with a 
thorough understanding of the other elements in the system. 

This is the system approach. We realize we are here to discuss 
weapon systems and Government procurement practices, but it might 
be well to point out the same basic considerations apply in our com- 
mercial 707 jet transport program. We have used the system ap- 
proach extensively in this commercial product development program. 
For example, in appreciation of the fact that commercial aircraft are 
only one element of our national air transportation system, we de- 
veloped jet starter carts and other aircraft service and checkout equip- 
ment peculiar to this airplane. We developed the first airborne jet 
engine sound suppressor in recognition of human factors problems. 
We also provided for the training of maintenance and operating per- 
sonnel. Also, time was critical. The economic advantage in develop- 
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ing the 707 so that it was certificated by the CAA many months ahead 
of our competitors is obvious. 

The Boeing Airplane Co. fully subscribes to the system approach jn | 
development of weaponry. We are convinced that it saves money, ~ 
Even more important, we know it compresses development time. 

It is our sincere belief that complete weapon system management — 
must be accomplished and that it can be accomplished by either the 
buyer or the seller. The function must be performed in any event, 
We recognize the degree to which the Government contracts for 
weapon system management may vary according to the specific needg 
of each program. 

We are flexible and prepared to operate efficiently as a weapon sys- 
tem manager, as system integration contractor, as an associate con- 
tractor, or as a subcontractor. In any of these roles, we will continue 
to use the system approach so as to make maximum contributions to. 
national defense. 

(The full statement is as follows :) 


Gentlemen, as Mr. Allen pointed out, the Boeing Airplane Co. currently is per- 
forming as a supplier under several weapon system procurement concepts. One 
concept is typified by the contractual arrangement for research and development 
of the Minuteman intercontinental ballistic missile system. 

In view of the importance and urgency which attaches to this strategic weapon 
system, it is particularly appropriate to discuss Boeing’s role in the Minuteman 
program with this subcommittee. 

In the remarks which follow, I shall describe the relationships which exist 
between and among the several associate contractors and the Air Force in exe 
cuting the program; I shall outline the chronological sequence of events leading 
up to award of contract to Boeing for its portion of the Minuteman program; 
I shall discuss the character of our proposal and the extent of the intense com- 
petition in which we were successful; and I shall conclude with some general 
comments regarding weapon system procurement. 

First with respect to relationships: 

The Minuteman development program is managed by what we refer to ag 
the BMD/BMC/STL complex, located in Inglewood, Calif. As you gentlemen 
know, BMD is the Ballistic Missile Division of the Air Research and Development 
Command. BMC is the Ballistic Missile Center of the Air Materiel Command, 
STL is the Space Technology Laboratories of Thompson Ramo Wooldridge Corp. 

These three organizational elements operate as an integrated system develop- 
ment management team is disclosed in page 3, the chart thereon. 

BMD is the executive agent responsible for accomplishment of all phases of 
the Minuteman development program—design and manufacture of the missile 
and all of its ground equipment, the design and construction of developmental 
and operational system facilities and provision of logistics support and trained 
personnel to operate and maintain the system. 

It provides overall program planning, direction, and control. BMC provides 
business management, including the formal contracting function, and logistie 
support. STL provides systems engineering, design coordination, and technical 
direction. All these are very vital functions of weapon system management. 
Boeing is one of several associate contractors in the Minuteman research and 
development program. 

Our primary responsibility is for weapon system integration. In this role, we 
provide for design integration, physical integration of subsystems, and the testing 
out of the total weapon system. 

Additionally, we are responsible for development of the launch and control 
system as a natural corollary to our primary responsibility. Each of the other 
associate contractors is responsible for development of a major subsystem, as 
follows: 

Guidance and Control—NAA—Autonetics. 

Reentry vehicle—AVCO. 

Stage I engine—to be selected by USAF. 

Stage II engine—to be selected by USAF. 

Stage III engine—to be selected by USAF. 
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As the program progresses, BMD/BMC/STL will assign additional develop- 
ment tasks, as shown on the chart, to ‘tovernment agencies or to associate 
contractors to be seiected. 

Boeing and the other associate contractors have or will have a number of 
first tier subcontractors to develop various components and to furnish equip- 
ment, materials, and services of various kinds. Of course, the first tier sub- 
contractors will be supported by second and third tier subcontractors accord- 
ing to the requirements of the development program. 

Here is how BMD/BMC/STL performs weapon system management, as the 
customer of ours. BMD, assisted by BMC and STL, retains overall control 
of the program and coordinates all basic technical decisions. It must con- 
tinuously evaluate all the factors affecting optimization of weapon system de- 
sign and continuously review design and development progress by all the as- 
sociate contractors. 

Boeing, as assembly and test contractor, must maintain close, continuing 
coordination with BMD/BMC/STL and with the other associate contractors 
to integrate the subsystems. To accomplish and facilitate this coordination, 
the ballistic missile division has established a very effective managerial system. 

Following award of letter contract and initial allocation of funds, program 
planning is accomplished as follows. 

An initial plan is developed by the BMD/BMC/STL complex and forwarded 
to the associate contractors to be used as a guide in working out their respective 
detailed program plans. The associate contractor plans are then submitted 
to BMD/BMC/STL where they are integrated into an overall master program 
plan which, when released becomes the basic authority and direction for im- 
plementation of the contract. 

In this manner realistic key dates are established for use as targets and 
basis for measuring progress. This plan is a management tool for the BMD/ 
BMC/STL complex and guidance for the contractors. Progress is monitored 
and compared with key dates or milestones in the master program plan. 

In the event of possible slippage in the schedule dates shown in the plan 
and management control charts, additional effort on the particular part of 
the program involved is directed by BMD/BMC/STL. 

By this method most potential problems can be detected in advance and 
serious delays in the program prevented. To insure frequent review of pro- 
gram status, progress, and problem areas, technical directive meetings are 
held regularly. Technical directive meetings are chairmaned by representa- 
tives of STL and scheduled in advance so that once each month the STL 
specialists concerned meet with their opposite numbers in each of the as- 
sociate contractor organizations and obtain reports from them. The monthly 
meeting between STL and Boeing, the assembly and test contractor, normally 
is attended by representatives of the other associate contractors. 

Boeing representatives attend the monthly meetings between STL and the 
other associate contractors. Subcontractors are required to attend when neces- 
sary. Technical directive meetings are decision making sessions to the ex- 
tent practicable. Problems which cannot be solved in the meeting are as- 
signed for resolution or development of recommended solution. Specific dead- 
line dates are assigned for control purposes. 

The minutes of these meetings and other instructions from STIL become tech- 
nical directives which are processed through BMD, the responsible executive 
agent, and the administrative contracting officer in BMC. They are released 
as legal amendments to the prime contract. 

By means of these meetings, STL monitors progress and provides technical 
direction. Close relationships and continuing coordination among the associate 
contractors and between BMD/BMC/STL and the associates is thus achieved. 
The system is designed to shorten lines of communication and facilitate prompt 
decision making, with resultant savings in time and cost. 

In addition to the technical directive meetings, monthly interface meetings 
are held between Boeing as the assembly and test contractor and each associate 
contractor. Chairmanship and locations for these meetings are rotated among 
the associated contractors. 

Complete control of subcontracting is retained by the contracting agency, BMC, 
as will be shown later and all direct contract charges and overhead expenses are 
carefully audited by resident Air Force cost inspection personnel as standard 
routine procedure. 

We have enjoyed excellent relationships with BMD/BMC/STL and have been 
most favorably impressed with the capabilities of the personnel assigned to 
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Minuteman by the BMD/BMC/STL complex. And, in summary, we are ex- 
tremely gratified by our progress to date on the program as a result of this 
association. 

A brief summary of how BAC won Minuteman assembly and test and ground 
environment. 

For many years the Boeing Airplane Co. has been in the business of developing, 
producing, testing, and servicing strategic weapon systems. As a logical and 
necessary adjunct to such responsibility, we continuously have analyzed system 
requirements and conducted system feasibility studies and other applied research 
to insure optimization of today’s weapon systems and to perceive the roles and 
technologies of advance weapon systems. 

Thus, although our major programs in recent years have been in the manned 
strategic bombardment area, we have kept abreast of developments in the ICBM 
field for several years. Early last year we foresaw the probable procurement of 
a second generation ICBM. 

We expanded our system analysis efforts in this area into an intensive study 
and experimentation program. We established contact with the Ballistic Missile 
Division and made that organization aware of our efforts, our capability, and our 
desire to compete for business in the ICBM field. 

On July 24, 1958, we received a request for proposal for the Minuteman assem- 
bly and test. Because it is typical of such invitations, and because, Mr. Chair- 
man, it cites legal authority and describes the thoroughness of procurement pro- 
cedures which lead to a source selection, it is recommended that the subcom- 
mittee peruseit. I havea copy available for the record. 

The Boeing Airplane Co. has no way of knowing the number of other firms to 
which this invitation was sent. At the preproposal briefing, however, 22 com- 
panies were represented. It is reasonable to assume that the request for proposal 
had been sent to more firms than those present. These are not interested and 
those who concluded after study of the request for proposal that they did not 
have the capability to perform the contract would not have attended the pre 
proposal briefing. 

During the 45-day period between receipt of the request for proposal and the 
formal Boeing proposal submission on September 8, 1958, we engaged in a 
substantial effort to document our proposal following the outline requested by 
the Air Force. 

In addition, however, we conducted extensive wind tunnel and scale silo tests, 
analyses, and specific technical studies which advanced our understanding of 
the state of the art as specifically applied to the Minuteman concept. We also 
built many models to enhance our understanding of the system. 

In proposing on the assembly and test portion of the Minuteman contract, the 
Boeing Airplane Co. did its best to comply with the request for proposal, which 
in essence called for our approach to the managerial and technical plan for per- 
forming the developmental tasks described. 

In addition, we made an effort to demonstrate our understanding of the Minute- 
man concept by virtue of our extensive preproposal activities and by virtue of 
our experience in the development of large and comprehensive weapon systems, 
particularly strategic weapon systems. 

We gave particular emphasis to the manner in which we would conduct our 
activities with relationship to BMD/BMC/STL and with the other associated 
contractors. Boeing proposed to establish a strong Minuteman program manager 
position within its systems management office in the event we won this award. 

We named our prospective manager and all key personnel to support him in the 
program. We prepared a comprehensive master program plan for carrying out 
our responsibilities. We stated our willingness to adjust organization and 
procedures as necessary to execute the program as desired by the Air Force. 
We also furnished our proposed “make or buy” and subcontractor structure and a 
detail cost estimate. 

Regarding the subcontractor structure, Boeing recognized that the scope of the 
assembly and test portion of the Minuteman program would require contributions 
from other research and manufacturing organizations throughout the country 
to augment our own capability. Accordingly, during the proposal preparation 
period, we developed comprehensive subcontractor work statements and estab- 
lished firm procedures for integrating the subcontractor’s team effort. 

We then contacted a large number of potential subcontractors with proven 
abilities in their respective fields. We organized a subcontractors’ Minuuteman 
symposium and invited companies who had developed excellent production and 
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research capabilities in their respective fields. The subcontractor representa- 


tives were given a general presentation of Minuteman requirements and were re- 





quested to attend conferences to discuss work statements which required the 

subcontractor to design, develop, test, and produce the items set forth in specific 
as. 

a Tpach company was then given an opportunity to present its capabilities for 

contribution to the Minuteman effort. Using the following criteria for com- 

petitive evaluation, Boeing selected qualified subcontract sources based on— 

1. Utilization of new ideas in design concepts; 

2. Proven abilities, effectiveness, reliability, and contributions to tech- 
nological advances ; 

8. Prior experience in similar projects ; 

4. Assignment of outstanding personnel, research potential, and testing 
and manufacturing capabilities for participation in the Minuteman effort; 
and, also, and by no means lastly, 

5. Cost considerations. 

In consideration for furnishing engineering assistance during the proposal 
development period, Boeing agreed to include these companies in its proposal 
on Minuteman as prospective subcontractors, but only with the understanding 
that final selection of specific subcontractors would be subject to governmental 
approval. The qualifications and related experience of these companies were 
cited in our proposal, together with our reasons for selection. 

The proposal for Minuteman assembly and test was in the form of a written 
document limited to 50,000 words and containing the data and information 
outlined above. Approximately 1 week after the written proposal was sub- 
mitted, each prime contractor was invited to brief the Air Force Proposal Eval- 
uation Board on his proposal. 

The Proposal Evaluation Board was made up of 10 members of which 8 
were Air Force officers and 2 were Government civilian employees. The organ- 
izations represented on the Board were: Headquarters, Air Research and De- 
yelopment Command ; the Ballistic Missile Division; the Ballistic Missile Center ; 
the Wright Air Development Center; and the Strategic Air Command. 

Intensive competition for the assembly and test portion of Minuteman weapon 
system was indeed evident. As pointed out earlier, 22 companies attended the 
bidder’s briefing. Eleven companies chose to submit formal proposal. These 
companies included a substantial segment of American industry in the automobile, 
electronics, aircraft, and missile fields. These companies are: General Motors, 
Bendix Aviation, Douglas Aircraft Co., General Electric Co., Martin Co., Boeing 
Airplane Co., Chrysler Corp., Convair, McDonnell Aircraft, North American 
Aviation, and Northrop Aircraft Corp. 

We are not aware of the specific criteria and relative weights assigned to each 
criteria used by the Air Force in the selection process. We understand that all 
factors of the proposal, as stipulated in the request for proposal, were carefully 
evaluated and that credit was given for technical and conceptual innovation and 
evidence of management capability. 

We understand that the findings of the Proposal Evaluation Board were re- 
viewed and forwarded by the Commander, Ballistic Missile Division, to Head- 
quarters, U.S. Air Force, together with his recommendations. 

Further, we understand those recommendations were concurrently reviewed, 
by direction of Headquarters, U.S. Air Force, by Headquarters, Air Materiel 
Command, Headquarters, Air Research and Development Command, and Head- 
quarters, Strategic Air Command. Finally, we believe the Air Force recommen- 
dations were coordinated with other agencies of the Department of Defense. 

During the period between submission of proposal and announcement of award, 
Boeing maintained engineering activity on the program at a substantial level. 
This activity was, essentially, further study and analysis of the Minuteman 
concept. The purpose of this activity was to insure that should we be success- 
ful in the competition we would have a cadre of personnel around which to build 
an organization expeditiously. Also, it was our intent to be prepared to per- 
form the best possible service to the Air Force from the outset. 

We were informed by telegram from BMC on October 10, 1958, that our pro- 
posal was unanimously evaluated as the best submitted and award of the as- 
sembly and test contract would be made to Boeing. The evaluation process had 
nag approximately 5 weeks. A letter of contract was signed on October 14, 
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WEAPON SYSTEM PROCUREMENT 


For the Minuteman program, the Air Force proposed a cost-plus-a-fixed-fee 
type of contract. The competition was described by the Air Force as “essen. 
tially managerial and technical, with cost (provided it is reasonable) a see. 
ondary factor.” In view of the mission of this subcommittee, Boeing wishes 
to speak to this point at this time. 

It is our belief that for a research and development program the cost-plus-a- 
fixed-fee is logical and fair and that when used in conjunction with Goverp- 
ment audit and cost inspection processes, it truly is in the best interests of 
the Government. It has been our experience that when properly employed, 
cost-plus-a-fixed-fee contracts do not detract from incentives toward efficiency, 

Observed from the point of view of contractual coverage, a weapons system 
program is a series of contracts each covering a phase, or portion of a phase, 
of an entire program. The early developmental and initial limited production 
phases are generally covered by a series of cost-plus-a-fixed-fee contracts, while 
the later phases in which operational systems are produced in quantity are gen- 
erally covered—in Boeing's case—by a series of contracts which include cer- 
tain positive incentive features designed to encourage extraordinary efforts to 
reduce manufacturing costs. 

Under the worst conditions, bad cost performance under one contract would 
lead to increased surveillance and corrective action on the succeeding contract, 
if awarded. 

In our view, the overriding consideration in the selection of cost-plus-a-fixed- 
fee contracts for the preliminary phases of a weapons system program is, of 
course, the inability to accurately estimate the costs of each phase of the wea- 
pons system development. 

While the cost-plus-a-fixed-fee contract form may not appear to provide, in 
itself, substantial incentives toward efficient performance, there are a number 
of conditions which definitely do provide positive motivation toward efficient 
performance in the research and development. 

1. The intangible, but nevertheless real, personal desire on the part of a con- 
tractor’s management and research and development personnel to solve the 
technological challenges presented to them as rapidly as possible. 

2. The very practical consideration that rapid and successful completion of 
the research and developmental and initial production phases is necessary before 
volume production of operational systems can commence. It is only in this later 
phase that a contractor’s physical, financial, and human resources can be fully 
and profitably employed. The speed with which research and development and 
initial production is accomplished is, in itself, a practical measure of efficiency. 
Satisfactory results are produced in research and development of a weapons 
system program by efficient use of scarce scientific and technical skills and not 
by piling on large numbers of personnel or unnecessary facilities. Quality of 
work, adherence to schedules, effectiveness of coordination, etc., are all measures 
of the efficiency which is the direct cause of minimum overall costs to the 
Government. 

3. The entire environment in which the development of a new weapons system 
to the point of volume production is performed is characterized by intense com- 
petition. This competition takes a different form from the marketplace struggle 
between automobiles, cigarettes, and beer, but its effect on overall price is as 
real. To illustrate, there is, as I described in the case of Minuteman, competition 
to secure research and development contracts. Also, there is direct competition 
between systems capable of performing similar missions, and, there is a direct 
competition between each system in production or under development with its 
potential replacement. Finally, the Government often establishes direct, con- 
current competition between two or more contractors working on initial research 
and development of the same system. These areas of competition are multiplied 
several-fold when the subsystems, components, and equipment items making up 
the weapons system are considered. 

Costs and prices are also, however, directly involved in this competitive 
atmosphere. The military services, limited in the total funds assigned to them, 
are concerned with costs—the prices of individual pieces of equipment and the 
costs of the entire operating weapons system in relation to its mission during 
the period in which it is operational. Heavy emphasis is placed by military 
procurement agencies on the cost of systems and components during the initial 
phases of the program. Costs under cost-plus-a-fixed-fee contracts are closely 
audited by military audit agencies and contractor’s cost control practices are 
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under constant surveillance by qualified procurement representatives. High-cost 
performance cannot be concealed. A reputation for high costs is damaging to 
any contractor seeking to remain in the defense contracting industry. 

4. The incentive to strive for superior cost performance exists in the initial 
hases of a weapon system program for reason of the very fact that it is an 
jnitial phase. Obviously, the greater portion of total program costs lies in the 
production phase. (Refer to chart No. 2). This chart shows the relative 
magnitude of the dollars involved in the research and development and pro- 
duction phases of the B-47 program. (The figures are only approximations 
but are representative.) It is well known that the Air Force places great 
weight on cost and schedule performance in selection of a source for the pro- 
duction phase. When the importance of cost performance on initial contracts 
to the securing of additional contracts for production quantities is known to 
management, as it is, management has a major incentive to allocate its re- 
sources in the most effective manner, and, through proper supervision, cause 
efficient and economical methods to be used in shops, laboratories, and offices. 
Consistent failure to perform efficiently and economically will lead to the loss 
of new business and the ultimate failure of the contractor, or his withdrawal 
from the defense industry. 

(The chart referred to is as follows :) 


B-47 PROGRAM COST EXPERIENCE 
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Next, I wish to discuss the relationships in the Minuteman program which 
pertain to subcontracting. A few minutes ago I discussed the participation 
of prospective subcontractors in our proposal effort and the manner in which 
they were selected. Between contract award in October and the end of 1958, 
we worked with BMD/BMC/STL in developing proposed statements of work 
for subcontractors. In January representatives of our company made a com- 
prehensive presentation to the commander, Ballistic Missiles Center, on sub- 
contract activities and proposed procedures. 

The Ballistic Missiles Center informed us that our methods and procedures 
were approved in principle. The passage of time, however, made it obvious 
that many companies not available during the proposal period were now inter- 
ested and anxious to perform. Therefore, as BMD/STL approved work state- 
ments become available, we plan to hold open competitions once more using the 
procedures applied during the proposal period. As yet no subcontracts for 
development work on Minuteman have been let. 
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Under current arrangements, Boeing submits complete specifications, work 
statements and a proposed list of bidders to BMD/BMC for review and approva] 
on major developmental items. For equipment items we submit specifica. 
tions and statements of work for approval, but not a proposed bidders list. 
Other items will be procured under standard procedures, with selective reviews 
by the Air Force. 

As in other programs, we find that the Air Force policy in Minuteman require 
complete and open competitions. Our own policies and procedures, which wil] 
be discussed in detail with you by Mr. Dobbins, are designed to support and 
implement all Government procurement regulations both in letter and spirit. 

Finally, I wish to comment on weapon system management. Essentially, 
every product which the Boeing Airplane Co. produces is an element of a com. 
plicated system. If these Boeing products and, more significantly, the systems to 
which they contribute are to be optimum, then it is essential that each element 
be designed and produced with a thorough understanding of the other elements 
in the system. This is the system approach. We realize we are here to discuss 
weapon systems and Government procurement practices, but it might be wel] 
to point out that the same basic considerations apply in our commercial 707 
jet transport program. We have used the system approach extensively in this 
commercial product development program. For example, in appreciation of the 
fact that commercial aircraft are only one element of our national air trans- 
portation system, we developed jet starter carts and other aircraft service and 
checkout equipment peculiar to this airplane. We developed the first airborne 
jet engine sound suppressor in recognition of human factors problems. We also 
provided for the training of maintenance and operating personnel. Also, time 
was critical. The economic advantage in developing the 707 so that it was 
certificated by the CAA many months ahead of our competitors is obvious. 

When we develop weapon systems or elements of weapon systems, we may 
speak in different terms, but the system approach and time are the most impor- 
tant considerations: We say the airborne system, ground support equipment, 
personnel subsystems, logistics, etc., make up the weapon system. All these 
elements must be designed and developed to work together and become a complete 
operations weapon system on time. 

The Boeing Airplane Co. fully subscribes to the system approach in develop- 
ment of weaponry. We are convinced that it saves money. Even more 
important, we know it compresses development time. In the competition with 
communism our Nation must employ every means possible within the frame 
work of our way of life to make every hour count. Time is of the essence. 

It is our sincere belief that complete weapon system management must be 
accomplished and that it can be accomplished by either the buyer or seller, 
The function must be performed in any event. We recognize that the degree 
to which the Government contracts for weapon system management may vary 
according to the specific needs of each program. We feel that Boeing has very 
considerable management capability. We are anxious to apply that capability 
to the Government weapon system development programs. We are flexible and 
prepared to operate efficiently as a weapon system manager, as system inte 
gration contractor, as an associate contractor, or as a subcontractor. In any 
of these roles, we will continue to use the system approach so as to make maxi- 
mum contributions to national defense. 


Atm MATERIEL COMMAND, 
U.S. Ark FORCE, 
BALLISTIC MISSILES OFFICE, 
Inglewood, Calif., July 23, 1958. 
To: Boeing Airplane Co., Seattle, Wash. 
Subject: Request for proposal—Assembly and test of the Minuteman weapon 
system, WS-133A. 

GENTLEMEN : Pursuant to the authority of title 10, United States Code, section 
2304(2) (11) and the Armed Services Procurement Regulations, as amended, you 
are invited to submit written proposals for the services and supplies as set 
forth in the attached work statement. 

It should be specifically noted that your company is not participating in a 
formally advertised procurement. Upon evaluation of proposals by the Proposal 
Evaluation Board, information will be disclosed in accordance with the policy 
applicable to negotiated procurements. 

It is essential that any proposal submitted conform to the terms of this 
request for proposal (RFP). Your particular attention is invited to the infor- 
mation contained in the “Outline for RFP” attached hereto. 
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In order to be certain that all offerors fully understand the requirements of 
this RFP, a preproposal briefing will be held by the Air Force in the auditorium, 
puilding 2, the Ramo-Wooldridge Corp., 5740 Arbor Vitae Street, Los Angeles 45, 
calif., beginning at 0930, P.d.t., August 5, 1958. 

An indoctrination briefing will be given to all interested contractors at the 
Air Force Missile Test Center, Patrick Air Force Base, Fla., approximately 1 
week after the preproposal briefing. The purpose of this indoctrination is to 
acquaint all prospective contractors with the AFMTC range and problems asso- 
ciated with the conduct of flight test programs at the AFMTC. Because of the 
relatively restricted time and number of people which can be made available 
by AFMTC for briefings of this nature, it is required that each prospective con- 
tractor limit his attendance to three (3) people. Personnel must possess at 
least a secret clearance, and their names furnished to AFBMD at the pre- 

roposal briefing. Notification of the exact date of the indoctrination will be 
made at that time. 

If you desire to have representative(s) at this briefing, it will be necessary 
that the procedures set forth in paragraph 3, “Security Requirements” of 
attached “Outline for RFP” are followed. 

This request is not a commitment that an award will be made. The Govern- 
ment reserves the right to reject any or all proposals, or to negotiate separately 
with any source considered. It is contemplated, however, that the evaluation 
of proposals received as a result of this request will result in selection of a 
contractor for negotiation of a contract. There will be no payment by the Gov- 
ernment for any costs incurred prior to making a legal award. 

If your proposal outlined hereby is favorably considered, a survey team may 
contact your facility for the purpose of determining your financial and technical 
ability to perform. Current financial statements and other data pertinent to 
this purpose should be available at that time if not already on file with the 
Ballistic Missiles Office (AMC). 

The written proposals will be submitted in 10 copies to the Ballistic Missiles 
Office, attention of MCPTE, Post Office Box 262, Inglewood, Calif. It should be 
signed by an official authorized to bind the prospective contractor to a contract, 
and it must contain a statement indicating the proposal is firm for a period 
of 90 days from the date received. All proposals, if mailed, will be postmarked 
not later than 2400 hours, September 6, 1958. Proposals hand carried to this 
office will arrive not later than 1700 hours, September 8, 1958. The Government 
reserves the right to consider proposals or modifications received after the date 
indicated for such purpose, but before award is made, should such action be in 
the interest of the Government. 

It is requested that you immediately acknowledge receipt of this proposal 
and indicate that you do or do not intend to submit a proposal. Inquiries regard- 
ing this project may be directed to the Ballistic Missiles Office, attention: War- 
ren H. Cobine, ORchard 2—0171, extension 1065. 

Sincerely, 
JAMES H. Foster, 
Lieutenant Colonel, USAF, Chief, Minuteman WSPO. 


[Excerpts from enclosure No. 1] 


OUTLINE FOR REQUEST FOR PROPOSAL ASSEMBLY AND TEST OF 
THE MINUTEMAN WEAPON SYSTEM 


(Research and Development—CPFF) 


1. MANAGERIAL AND TECHNICAL PROPOSAL 
a. General 

The function of this proposal is to establish the managerial and technical 
approach and merit of the offeror’s plan and the offeror’s capability to carry 
out the plan to meet the work statement requirements at a reasonable cost. The 
management and technical approach should include, but not necessarily be lim- 
ited to, the following tasks: 

(1) Integration of missile subsystems, missile assembly and system tests, 
including tooling, test equipment and handling equipment for the research and 
development program. 

(2) Preparation of research and development test facility criteria, layout, 
outfitting and maintenance of test facilities. 
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(3) Development of criteria for operational handling equipment, silo out- 
fitting, missile check out and launch control equipment. 

(4) Development of research and development, ground and airborne instry. 
mentation for system test and evaluation of the weapon system. The competi- 
tion is essentially managerial and technical, with the estimated cost (provided it 
is reasonable) a secondary factor. Practicality should dictate the extent of 
your proposal. The proposal should be precise, factual, and complete. Pro. 
posal should be limited to 50,000 words (plus sketches, charts, diagrams, ete.), 
Elaborate format, printing, and binding are essential. The estimated cost 
portion of the managerial and technical proposal should be submitted in separate 
detached form, for the reasons set forth in part IX below. 


b. Proposal factors 


It is suggested that each of the factors set forth below be included in your 
proposal, and in the order given, with any additional factors you wish to cover 
following as separate parts. The suggested points to be covered within each 
factor are illustrative only and not meant to be conclusive. 


PART I—ORGANIZATION 


Furnish an organizational chart of the specific organizations which would 
be assigned to perform the work, indicating the names of key management, 
scientific, and engineering personnel who would be assigned to this project, and 
showing percentage of time each key individual would devote to the project. 
Provide personal qualification and experience resumes for each of key con- 
tractor and subcontractor (to extent practical) personnel. Estimate quantity 
and types of additional personnel which would be required for this project, 
indicating availability. 

PART II—RELATED EXPERIENCE 


Indicate experience of firm on similar or related projects. Indicate if now 
performing or negotiating for similar or related work with other Government 
organizations or Government contracts. 


PART ITII—MANAGERIAL AND TECHNICAL PLAN 


Indicate your concept of the overall managerial and technical approach to be 
followed, problems expected to be encountered, methods by which you propose 
to solve the problems of this project, criteria and methods to keep costs to a 
minimum and any other managerial and technical information as is considered 
pertinent. Include pertinent charts, diagrams, etc. 


PART IV—-SUBCONTRACTING 


Indicate the percentage of subcontracting by direct effort that is contem- 
plated. Also, if known at this time, identify the subcontractors and the item of 
work that each is to perform. 


PART V—MAKE AND/OR BUY 


It is the desire of the Department of the Air Force that subcontracting, includ- 
ing maximum utilization of small business, be accomplished to the fullest extent 
consistent with the efficient performance of the contract. 

Therefore, it is requested that the proposal include a proposed make and buy 
structure in accordance with the format attached to this request for proposal. 
Submission format is attached as inclosure 2. 


PART VI—DELIVERY 


It is essential that the project be completed in the most expeditious manner. 
Indicate a starting date based on number of days after receipt of award and a 
time schedule for accomplishment of outlined milestones or tasks. Careful con- 
sideration should be given to the objective delivery set forth in the work state- 
ment. 
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Indicate whether or not acceptance of a contract for this project would inter- 
fere with the performance of other defense contracts and the extent of any such 


interference. 
PART VII—FACILITIES 


qa. Research and development proposal 


Your proposal should set forth the fabrication, assembly and test plan in 
sufficient detail to permit evaluation as it pertains to the work under work state- 
ment and specifications (R. & D.) for your own and subcontractor effort. The 
fabrication, assembly and test plan should permit evaluation in the following 


eas: 
m1) Total facility requirements in square feet of areas, machine tools, produc- 
tion equipment, laboratory and test equipment, etc. 

(2) You should state what portion of the total facility requirement is con- 
tractor owned or leased and proposed for use on this project. 

(3) You should state what portion of the total facility requirement is Govern- 
ment owned, previously furnished and proposed for use on this project. The 
program (S) for which such facilities were furnished should also be stated. 

(4) You should state what portion of the total facility requirements are not 
presently available, and that you plan to supply (as capital investment not 
lease) in the performance of this project. 


b. Production program proposal 


It is contemplated that after the weapon system components have been devel- 
oped and passed the PF RT that sizable production quantities will be required. 
The facility proposal information detailed in the paragraph @ above should be 
stated for production rates of 25, 50, and 100 weapon systems per month. In 
computing facility requirements, consideration should be given to the facility 
items obtained under the research and development phase of the program. 


PART VIII—FINANCIAL INFORMATION 


Supply budget information based on your managerial and technical approach. 
Show how financial requirements would be fulfilled. Indicate if any financing 
problem would exist, and extent of any such problem. The Government does 
not contemplate the furnishing of any financial assistance. 


PART IX-——COST ESTIMATE 


As set forth in provision 8 below, the Government contemplates the issuance 
of a cost-plus-a-fixed-fee (CPFF) contract. A cost estimate for the completion 
of this project must be submitted in response to this RFP, including a detailed 
breakdown to show you how overall cost estimate was determined. 

Forms for the submission of this information are attached to this RFP as 
inclosure No. 3. Failure to furnish requested cost information may render 
your proposal nonresponsible. The cost estimate portion of the managerial 
and technical proposal should be submitted in separate detached form to permit 
separate objective evaluation of the managerial and technical merits and 
performance capability portions of your proposal. 


2, EVALUATION OF PROPOSALS 


Your proposal will be evaluated in a fair and impartial manner by an evalua- 
tion board of expert personnel representing all interested organizations in the 
ballistic missiles development program. A point rating procedure will be used, 
based upon the proposed factors set forth herein, and any other factors con- 
sidered pertinent by the board. 

Failure of your proposal to be accepted for award will not necessarily reflect 
any deficiencies, but only that another proposal was considered to be generally 
more advantageous to the Government. The award selection will be reviewed 
for concurrence by the commander, Air Force Ballistic Missiles Division 
(ARDC) and by the Deputy Director/Ballistic Missiles (AMC), or by their 
personal representatives. 
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Mr. Hésert. Thank you very much, Mr. Skeen. 

As you heard, the bells have rung. There are very important 
votes on the floor today, which will necessiate the committee adjourn- 
ing before we ask you any questions. This will give us some con- 
tinuity of examination. 

Mr. Sxeen. Yes. 

Mr. Hézerr. I would appreciate if you will be back tomorrow morp- 
ing at 10 o’clock. At which time the committee will ask you any 
questions they have in mind. Thank you very much. 

The committee will be adjourned until 10 o’clock tomorrow morning. 

(Whereupon, at 11:05 a.m., the committee adjourned until 10 a.m, 
Friday, May 1, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


FRIDAY, MAY 1, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Héserr. The committee will be in order. 

When we left yesterday, you had finished your prepared statement. 

Do you have any supplemental remarks before we begin questioning ¢ 

Mr. SKEEN. I believe not, sir. 

Mr. Hésertr. Now, I had one or two questions I wanted to ask you. 

You referred several times to associate contractors in your prepared 
statement. 

Mr. SKEEN. Yes, sir; that is right, sir. 

Mr. Héserr. Well, does that invalidate the so-called single manager 
system ¢ 

Mr. SKEEN. No, I think not. 

We are associate contractors. Each of us have a specific job to do. 
For example, there is an associate contractor for the guidance and 
fight control of the missile. There is an associate contractor for each 
of the three stages of propulsion, and an associate contractor for the 
nose cone. 

There is also the Boeing Co., who has the responsibility of integrat- 
ing these subsystems into an overall system, 

pepeners is another word. Major suppliers might be used. I 
attach no specific significance to the word “associate contractor.” 

Mr. Hézert. Who is the bossman / 

Mr. Skeen. The bossman is the Air Force—the Ballistic Missile 
Division. They have contracted with the Boeing Co. to perform the 
assembly and test task and subsystems integration of the system. 

They have employed the other associate contractors to furnish the 
particular hardware that I just mentioned. 

Mr. Héserr. Then, you don’t have what we are talking about, the 
single manager system ? 

Mr. Skeen. Yes. 

Mr. Hépsertr. The Air Force is the boss. 

Mr. Skeen. Well, I think the Air Force is the boss, sir, in the final 
respect. In all systems the customer generally is. 

Mr. Héserr. That isa good general statement. Now, what are your 
duties as manager of this system? Let me put it this way, who is 


the boss of the associates, before it gets to the Air Force ? 
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Mr. Sxren. Well, to the extent there are any problems in integratin 
the subsystems that I just mentioned, such as furnishing them the 
design criteria on how it fits together, this is our job. 

Our job is to integrate the associate contractor subsystem to a work. 
able overall system. 

Mr. Hésert. Well, hasn’t that been the system all the time, with the 
Air Force or the Government allegedly doing the job of coordination 
and integration ? 

Mr. SKeEen. Well, I suspect so. 

We have always felt that we had a similar responsibility on, say, 
the B-52, for example, where we took major items of Government- 
furnished equipment. The engines on the B-52 are synonymous to 
the propulsion on the Minuteman. They are furnished to us by the 
Government. 

A certain amount of the black boxes that go into the B-52 for 
guidance is synonymous to the guidance in the missile. 

Mr. Héserr. Then your reference to associate contractors is a ref- 
erence to the extent that they are equal with you, and you merely in- 
tegrate what they produce. 

Mr. Sxeen. That is right, sir. 

Mr. Hésert. They are not subs? 

Mr. SxKeen. No, sir, they are not subs. Their prime contract is 
with the Government. 

Mr. Héserr. That is it. We are coming back again to the old 
system. 

Mr. Sxeen. Yes, sir. 

Mr. Hésverr. The Minuteman is the most advanced weapon that 
you have, of all the intercontinental ballistic missiles. This is the sec- 
ond generation. We have been hearing testimony and conversation 
that this is a new system, called a single manager concept system. 
Those are my words. 

Mr. Sxeen. Yes, sir. 

Mr. Héserr. Now today we find out that it isn’t. 

Mr. Sxeen. I think it is a matter of semantics, sir. It is certainly 
new in BMD, BMC, STL, that is, Ballistic Missile Division, Ballistic 
Missile Center and Space Technology Laboratories, are the overall 
Government-procuring agency. 

This is different. As you know, the Space Technology Labora- 
tories have been employed as the systems engineering and technical 
director. This is new. 

They have employed the Boeing Co. to integrate the subsystems. I 
would call this synonymous possibly to one of our major B-52 con- 
tracts. 

Mr. Hésert. Now, what does the manager get out of this system 
in the way of return ? 

Mr. Sxeen. The Boeing Co. ? 

Mr. Héserr. Yes. I am sort of left suspended in air. This is not 
unusual but was emphasized just now. The Boeing Co. is not the 
manager and yet it is the manager. It is the firm or contractor 
responsible to the Air Force for the coordination and integration of 
the program. 

Mr. Sxeen. That is correct. 


Mr. Hé&perr. Yet it does not have the responsibility because it has. 


associates who are coequal rather than subs. 
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Mr. SxeeN. Yes, sir. 

Mr. Hésert. So ie do not have any authority over them? 

Mr. Sxeen. Well, we have the authority, sir, for the integration. 
In other words, all the design points where the system interphases one 
with the other: We have that responsibility and authority, to tell them 
what to do in order that the system will fit. That is our definite re- 

nsibility and authority. } 

Mr. Hésert. Well, they are, then, subject to you? 

Mr. Sxeen. In this regard, yes, sir. 

Mr. Héserr. Now, how about costs? Are they subject to you? 

Mr. Sxeen. They are not subject to us for costs, other than as some 
of our particular requirements affect their costs. But their negotia- 
tions are done directly with the Air Force under a prime contract, 
just as ours is. 

Mr. Hipert. Now, again returning to the single management sys- 
tem concept, is Boeing paid any fee for this performance? 

Mr. Sxeen. No, sir. The Boeing Co. get the normal, just as we 
always have. ; 

Mr. Hénert. Does the Boeing Co. pay the subs? 

Mr. SKEEN. No, sir. 

Mr. Hésertr. You don’t have subs? 

Mr. Sxeen. We have not as yet selected our subs. The Boeing Co. 
will pay our subs, but they will not be the associate contractor. 

Mr. Hézert. Have you had the benefit of reading the testimony of 
North American and of Lockheed ? 

Mr. Skren. Yes, sir—lI say yes, sir. I have scanned through it. I 
haven’t read it in detail, but I believe I have the sense. 

Mr. Héserr. North American suggested that they are now trying to 
obtain from the Government a 614-percent management fee. Lock- 
heed testified that they are receiving a 2-percent management fee on 
other than what is produced by the Lockheed plant. 

Now, where does Boeing fit into such a picture ¢ 

Mr. SkEEN. Well, the Boeing Co. does not have such an arrange- 
ment, sir. Our job has one fee, and that is it, just as it always has had. 

Mr. Hézert. Are you referring to a fee for performance? 

Mr. Sxeen. A fee for performance. 

Mr. Hépert. And nota profit? 

Mr. Skren. Well, a profit or fee are often considered to be synony- 
mous, Mr. Chairman. 

Mr, Hézerr. Is synonymous? 

Mr. Skren. Yes; I would say so. So we receive one fee or one 
profit ne that is it, of the same general type that we have always 
received. 

Mr. Hézerr. Now, your associate contractors receive the money in 
payment of the contract from whom ? 

r.SKEEN. From the Government. 

Mr. Hézert. Directly from the Government ? 

Mr. Sxren. Yes, sir. 

Mr. Hiperr. In other words, you have no connection at all with the 
associate contractors ? 

Mr. Skren. From a contractual sense, no. 

Mr. Héperr. Not al all? 

Mr. Skeen. We do not. 

401135915 
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Mr. Hészert. This system is entirely different from the system ex. 
plained by North American and Lockheed. 

Mr. Sxeen. I can’t say that, sir, because I do not know the details, 
I am surprised if it is, to be honest with you. 

Mr. H&ésert. That is why I asked you. 

Mr. SKeen. Yes, sir. 

Mr. Héserr. I don’t expect you to comment on something yoy 
haven’t heard. 

Mr. Sxeen. That is right. 

Mr. Hésert. That is why I asked you if you had opportunity to 
read the testimony of North American and Lockheed. 

Mr. Sxeen. I say that, sir, that I am surprised if our system is dif- 
ferent. I have read the testimony and I can agree with you it can 
be interpreted as you have. 

Mr. Hésert. The testimony of Lockheed and North American. 

Mr. SKEEN. Yes, sir. 

Mr. Héserr. That is correct. And that is entirely different than 
the Boeing system. 

Mr. Sxeen. Yes, sir. We receive no management fee on top of any 
fee. Our fee or profit is the same as always for doing the job. 

Mr. Héserr. In other words, the system is the same as it has always 
been as far as Boeing is concerned ? 








a 


Mr. Sxeen. Substantially the same, yes, sir, with the exception that | 


we have a new procuring agency in this BMC and STL. 

Mr. Héserr. That is the only difference. Another agency has been 
added to procure. 

Mr. SKEEN. I wouldn’t say added, because BMC, the Ballistic Mis- 
sile Center, is a division of the Air Materiel Command, who writes 
the contract. 

The new thing that has been added is the system engineering anal- 
ysis director, which is the Space Technology Laboratories. 

Mr. Héserr. But that is the only thing. 

Mr. SKeeEN. Yes, sir. 


Mr. Hésert. The old system has been implemented, but the basic | 


concept of the old system is still in existence as far as the Boeing Co. 
is concerned. 

Mr. Sxeen. In the case of Minuteman, yes, sir. 

Mr. Héserr. And Minuteman is the most advanced of the so-called 
intercontinental ballistic missiles. I mean it is the second generation. 

Mr. Sxeen. It is the second generation. 

Mr. Hésert. It is ahead of the first generation. 

Mr. Sxeen. I am happy to hear you classify it as the most ad- 
vanced. 

Mr. Héserr. I am only taking the figures 1 and 2. When the next 
comes along, it will be more advanced. I know you don’t have power 
over the associate contractors. I was going to ask you about Thom 
son-Ramo Wooldridge. They are not producers. What is their 
function ? 

Mr. Sxeen. They are the technical director of the program. You 
mentioned Ramo Wooldridge. I would call your attention, sir, that it 
is Space Technology Laboratories, which is a separate division. 

Mr. Hésert. Well, they are the technical director ? 

Mr. SKkeen. Yes, sir. 
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Mr. Héserr. What does Boeing do? Boeing just assembles. 

Mr. Sxzen. No, sir. They give us the techuical direction for the 
overall system, the design coordination, and they give us the job and 
money for the program from the technical side of the job. 

Mr, Héserr. So, therefore, Thompson-Ramo Wooldridge would be 
the manager in this case ? ; 

Mr. Sxeen. No, sir, I wouldn’t say that. I would say it would be 
the Ballistic Missile Division of the Air Force. f 

Mr. Hésertr. If anybody reading this colloquy this morning can 
understand what is going on, they are better than I am. 

Mr. Hess. ; 

Mr. Hess. Mr. Skeen, I have just one question that I would like to 
ask you. I refer to your prepared statement on page 18. 

Mr. SKEEN. Yes, sir. 

Mr. Hess. Down in the second to last paragraph, in which you 
say “The Boeing Airplane Co. fully subscribes to the ‘system ap- 
proach’ in the development of weaponry. We are convinced that it 
saves money. Even more important, we know it compresses develop- 
ment time.” 

Mr. SKEEN. Yes, sir. 

Mr. Hess. I am inclined to agree with you on the latter statement, 
that it compresses development time. 

I am not clear in my mind as to whether or not this new system 
approach saves money. I feel at the present time that it is costing 
the Government more than the old approach. Would you explain 
that, please ? 

Mr. Skeen. Yes, I believe so, Mr. Hess. 

The systems approach, as I see it, is a refinement in management. 
Management matures, just like the improvement curve in the produc- 
tivity of workers. What we have done here is realize that all parts 
of the system must go together. 

We have emphasized considerably our master planning to get all 
the system elements together so that when we get the airborne system 
ready to go, all the other ground support and items like that will 
match it timewise. I would say that it is a refinement in management 
techniques that we have been improving for the last many years, 

Mr. Hess. Well, from what you say there, I agree with that. I 
think it is going to save time. 

Mr. Skren. Yes, sir. 

Mr. Hess. But I still haven’t heard how we are going to save the 
money. Here is the thought running through my mind. Of course, 
as the chairman brought out, your operation seems to be different than 
the one of North American and the one of Lockhead. But during con- 


| sideration of the testimony of Lockheed and North American, the 


thought struck me that either one of those companies going out and 
buying from a subcontractor some material that is going into the 
manufacture of the plane or the missile—let’s take for an example an 


| air conditioner. Now, in the past the Navy Department or the Air 


Force bought the air conditioners and furnished them to the con- 
tractor. Now, the air conditioner manufacturer is dealing direct with 
the company, and we have been told by the company that the company 
expects a 2-percent profit on the commodity they buy from the sub- 
contractor. 
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Formerly the Navy Department bought that, turned it over to the 
contractor to be used by the contractor, and the contractor got no ad- 
ditional profit on it. Now, the contractor gets a 2-percent additional 
profit. So it seems to me as though this system is costing the taxpayer 
more money than the old system is. 

Mr. Sxeen. Did you want me to comment on it? 

Mr. Hess. Yes, if you will. 

Mr. Sxeen. Well, I think first of all, the Bomarc system is a sys- 
tem operating substantially as you just mentioned. 

Mr. Wood will comment on it and Mr. Dobbins. 

However, I should say, though, that there is certainly the possi- 
bility that the additional efficiency that is obtained because the map- 
ager is controlling that subcontractor by a puchase order and being 
sure that that air conditioner will fit exactly at the right time so 
there will be no lost motion in making that an integral part of the 
system—I think therein, sir, lies the possibility of the saving. 

Mr. Hess. You mean that the air conditioner will be bought at a 
lesser price by the manufacturer than it would be bought by the 
Navy? 

Mr. Sxeen. Not necessarily. I mean the overall cost of integrat- 
ing that into the system. The possibility exists and it will certainly 
be more economical. 

Mr. Hess. I can’t go along with that line of thinking. I think 
that is all I wanted. 

Mr. Gavin. Mr. Chairman. Mr. Hess said that there seemed to 
be some differential between the North American and Lockheed and 
Boeing. I regret very much my inability to be here yesterday be- 
cause of a very important hearing. I wonder if you could briefly 
tell me what that differential is? I am interested to know. 

Mr. Hésert. A different percentage. 

Mr. Hess. No, a different procedure. 

Mr. Héserr. Oh, it is an entirely different procedure. As we 
understood it and you heard the testimony of North American, 

Mr. Gavin. Yes. 

Mr. Héserr. The committee—if I may review——came away with 
the positive impression that this so-called weapons management sys- 
tem concept consisted of the Government letting a contract to a prime 
contractor. 

For the development of a particular weapon. 

Mr. Gavin. That is right. 

Mr. Hésertr. And this prime contractor was in complete charge. 

Mr. Gavin. That is correct, as I understand it. 

Mr. Hésert. As we understand it. And North American in that 
particular case was asking a 614-percent fee. 

Mr. Gavin. During the development stage. 

Mr. Hésert. During the development stage. And during the cross- 
examination it was developed that in effect, while it had the re- 
sponsibility, the Government had veto power authority on a sub. 


Mr. Gavin. Yes. 


Mr. Héperr. In addition that the books could not be looked into | 


except by the Government on request of the prime contractor 
So this was in effect an entirely new system. 
Mr. Gavin. Yes. 
Mr. Hepert. Lockheed’s testimony was in essence the same. 
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Mr. Gavin. Yes. 

Mr. Hésert. That it was a management system concept, and Lock- 
heed was responsible. Both companies went out of their way to show 
how much the money was divided as related to the prime contractor 
and to the subcontractors. Now, that is the impression we always 
had. . 

Mr. Gavin. That is correct. That is the impression I had. 

Mr. Héserr. That is right. dh ates # 

My impression of Boeing’s testimony, in reviewing it this morning, 
jsthat that is not really so. Now, you correct me if this is not so. 

Mr. Sxeen. Mr. Hébert, I would correct you only to say that I am 
discussing the Minuteman system, and as I think Mr. Allen mentioned 
and I mentioned, we have several methods of systems management. 
The Bomare system is different, again, and that will be gone into. 

Mr. Héverr. That is right. 

Mr. SKEEN. Yes, sir. 

Mr. Hésert. I mean that is correct. 

The committee was led to believe, through many channels and many 
sources Which caused this hearing to be held, that this was God’s gift 
to women, this new system. 

Mr. Gavrn. This one technique had been developed for all of them. 

Mr. Hézerr. One technique. This was it. This was utopia. We 
have come to a situation where we have arrived in the utopian field 
and we have the real way to do it. That is what we want to find out, 
whether that is true or not. The committee had understood that there 
was a lot of brokerage going on instead of actual manufacture. The 
committee wants to know if that is true or not. We are trying to 
find out the facts and not arguing the points or quarreling about it, 
just to find out exactly what the system is. 

Everybody was in concert with the particular single system when 
we started. Now, we come to your testimony and we pick out the 
Minuteman, which is the second generation of ICBM’s. This, of 
course, is more advanced than the Titan or the Atlas in hope and 
scope. 

Now, if this new system is such a utopian solution, why wouldn’t it 
be projected into the future generations, instead of being deserted, to 
come back to the old system ? 

Mr. Gavin. In other words, we are going right back to the technique 
we had of overlapping, duplication, and a number of varied systems, 
instead of staying with one very definite plan. 

Mr. H&ésert. Now, they testified that they have associate contrac- 
tors, all of equal authority, as I gain it, except for the integration of 
the system; and that the Air Force is the boss. Well, that is the old 
system. 

Mr. Gavin. Weare right back where we were. 

Mr. Hépertr. No,no. Wearea little advanced. 

Mr. Gavin. We are a little advanced. There is some degree of per- 
fection. But if they are going to introduce a number of weapons 
system techniques for each particular manufacturer, you will have to 
come back in a year from now and eventually coordinate them all into 
some one 





Mr. Hépert. We made this advance, Mr. Gavin. Instead of having 
a two- or three-layer cake, we followed the pattern and put a couple 
more layers on top. 
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Mr. Gavin. May I ask just at that point? 

Mr. Hépert. Yes. 

Mr. Gavin. How many systems do you have out at Boeing now? 

Mr. Sxeen. Well, we have about five major systems, Mr. Gavin, 

Mr. Gavin. You must have some confusion there, don’t you? 

Mr. Sxeen. No, not at all, sir. 

Mr. Gavin. Each group operates under a different technique. 

Mr. Sxeen. Well, it is different in name only. Projectwise, Mr, 
Wood knows how his system runs. I think I know how Minuteman 
runs. They are different only to minor degrees. I would say thi 
that over the years we found out that there is no one best way to do 
anything and you can’t always do everything the same way. I am 
sure you, sir, understand this. 

Mr. Gavin. Yes, but I think in one system you ought to lay down 
the base, the fundamental principles to which you are going to ad- 
here. This is the way we are going to do it. Instead of having one 
group going in this direction, one group going in another direction, 
and another group going in another direction. 

It is true the individual handling that particular group may know 
what he is doing, but would it not be better for a large manufacturer 
such as you to develop one technique and adhere to it, without working 
at cross-purposes with the different setups you have in five groups? 

Mr. Sxeen. Yes. Well, Mr. Gavin, there are no cross-purposes, All 
of these particular types of systems are headed toward the same ob- 
jective. They all reach it successfully. I think the success of our 
programs have attested to that. 

Further, I should say—and I am not defending one against the 
other. I am saying, as we said in our statement, that we can operate 
under any of them. We are flexible in this regard. And each of 
them have their own attributes. 

Mr. Gavin. Let me ask you this: As a prime contractor, do you 
have the last word or does the Air Force have the last word and do 
you have to submit any particular part of any particular weapon 
that you may be developing by the individual or the subcontractors? 
Do you have to go back to the Air Force to get the final answer on 
the thing? 

Mr. Sxeen. Well, Mr. Gavin, to ask that question is to answer it. 
We enter into a contract with the customer. We are obviously sub- 
servient to the customer. To answer your question, it has to be that 
the Air Force or the customer has the last say. They pay the bills 
and they control it. 

Mr. Gavin. All right. Supposing they disagree with your engi- 
neers and you are adamant in your determination that this particu- 
lar item is correct, that you think from your wide and vast expe- 
rience and knowledge of the business that this is the answer. But 
there may be somebody in the Department of the Air Force that 
says “Well, it isn’t the answer,” and therefore he makes every effort 
to convince you that you should follow what he said. 

Now, if you think you are right, do you hold out on it? Because 
in the final analysis Uncle Sam is paying the bills. And somebody 
in the Air Force may have some ideas of what he thinks should be 
done, but your vast knowledge and experience qualifies you to know 
what you think should be done. And if it doesn’t: develop correctly 
after somebody in the Department of the Air Force has made a rec- 
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ommendation, who pays the bill? Uncle Sam pays the bill. Do 
ou subordinate your position to the Air Force? How extreme do 
ou go in it if you think you are right? : 

Somebody in the Air Force says “We want it done this way and 
you say “I don’t think that is the logical manner in which to do it, 
but you say “Go ahead and do it this way.” If it doesn’t turn out 
right and the weapon is imperfect, who pays in the bill? I think the 

rime contractor should be charged with the responsibility in turning 
out the product that he is given a contract to turn out. — 

Mr. Skren. We have that responsibility, Mr. Gavin. You set up 
a theoretical question here. I would like to answer it—the one with 
respect to what happens when there is an honest difference of opinion. 

Mr. Gavin. Yes. 

Mr. Skren. We are afforded every opportunity to bring that to 
the attention as high as the Secretary of the Air Force. We often 
have our engineering technical meetings. d 

Mr. Gavin. Right at that point. You have the privilege of bring- 
ing it to the Secretary of the Air Force? 

Mr. SKEEN. Yes, sir. 

Mr. Gavin. Do you ever bypass any individual, to go to the Secre- 
tary of the Air Force ¢ 

Mr. Sxren. I will tell you this: If we felt strongly enough about 
it, we would. There is no policy on the Boeing Co. that we would 
not, Mr. Gavin. ‘The point I would like to have you take into con- 
sideration: The customer and the Boeing Co. are headed toward the 
same objective, and that is a good, excellent weapon. 

So it is pretty hard to see how you could really get into a solid dis- 
agreement, because we are both headed there. They have their tech- 
nical people and we have ours. We are both headed for one thing 
and that 1s excellent weapons at the minimum cost. 

But certainly if we felt strongly enough about it, we would not pull 
in our head and say “Okay, we are out of responsibility.” We would 
go to the Secretary of the Air Force. 

Mr. Gavin. We were led to believe from North American that there 
was one system. ‘They have one system. Now you come up and you 
have five. 

Mr. Harpy. Mr. Chairman, could I explore that a little bit? 

Mr. Héserr. Mr. Hardy. 

Mr. Harpy. I would like to see if I understand this correctly. 

In your prepared statement, Mr. Skeen, you say “Our primary re- 
sponsibility is for weapons system integration.” 

Mr. SkrEN. Yes, sir. 

Mr. Harpy. And then you refer to associate contractors. And you 
list on page 3 a number of components, I suppose we would call them. 

Mr. Skren. That is right. 

Mr. Harpy. Where the contractor is responsible for those specifics. 
And those you call associate contractors? They are not subcon- 
tractors ¢ 

Mr. Sxren. No, sir. 

Mr. Harpy. And each of them has a specific job to perform. Then 
you have the responsibility of taking those components and integrat- 
ing thena into a single vehicle ? 

Mr. Skeen. Correct, sir. 
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Mr. Harpy. Now, have you negotiated your fee for the performance 
of that integration job? 

Mr. Sxeen. No, sir, we have not. 

Mr. Harpy. In your idscussion of your preproposal activities. Yoy 
spoke of calling together subcontractors and assembling information 
on their personnel and their technical capabilities. 

Now, specifically what would those subcontractors have to do? 
They are involved only in this integration of the components? 

Mr. Sxren. No. You see, we have the responsibility, sir, for the 
integration of the system, for carrying out the assembly and test job 
and providing certain portions of the ground environment—the launch 
control and communication. 

So there will be certain areas in which we will have subcontractors, 
but due to the infancy of the program they are not aboard yet. But 
these associate contractor relationships will remain. 

Mr. Harpy. Well, have you begun negotiations for your fee on your 
integration contract ? 


Mr. Sxeen. We have not begun negotiations, but they are due in | 


approximately 2 months, I believe. 

Mr. Harpy. Well, hasn’t there been any determination of the factors 
which will go into that negotiation? 

Mr. Sxeen. Oh, certainly. The factors are established in the Air 
Force procurement instructions and we have already made a proposal. 
At the time we made the proposal we produced a fixed fee on the re- 
search and development portion of the program. 

Mr. Harpy. Isn’t one factor in your fee the total cost of the missile? 

Mr. Sxeen. The total cost that will be expended by the Boeing Co, 
That does not include the costs of the associate contractors, Mr. Hardy. 

Mr. Harpy. That is what I wanted to be sure of. 

Mr. Sxeen. Yes,sir. Let’s just be sure that we are together on that. 
Our total cost estimate to which there will be a fee added does not in- 
clued the cost of the associate contractors as listed on page 3 of my 
testimony. 

Mr. Harpy. So the components that are furnished by the associate 
contractors which you have listed on page 3—the cost of those com- 
ponents will not enter into a determination of the fee which will be 
paid to Boeing. 

Mr. Sxeen. That is correct, Mr. Hardy. 

Mr. Harpy. Now, in connection with your preproposal activity— 
and you discussed the competition which was involved in this—who 
pays the cost of those preproposal activities? 

Mr. Sxren. The preproposal activities ? 

Mr. Harpy. That is right. 

Mr. Sxeen. The preproposal activities are included in overhead. 
They will be apportioned among the total business of the Boeing Co. 

Mr. Harpy. Weren’t you assured that the preproposal activity cost 
would be borne by the Air Force irrespective of the successful—— 

Mr. Sxren. Absolutely not. Absolutely not, sir. 

Mr. Gavin. Would the gentleman yield? 

Mr. Harpy. For a quick one. I don’t want to lose my line of 
thought. 

Mr. Gavin. Yes. North American proposed approximately 6% 
percent on the development. I didn’t hear your testimony. 
does Boeing propose? 
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Mr. SKEEN. We propose the 6 percent basic fee, Mr. Gavin. 

Mr. Gavin. I see. 

Mr. Harpy. The thing that I was trying to establish here: You 
listed 11 contractors who participated in the competition for this 

rime contract which you were awarded. 

Isn’t it true that each of those 11 contractors were given some assur- 
ance that their cost of submitting proposals would be borne by the 
Air Force? 

Mr. Sxeen. I can’t speak for them, sir, but I can speak for the 
Boeing Co., certainly, and the answer is an unqualified “No.” 

Mr. Harpy. Are you sure that the invitation to submit a proposal 
didn’t contain some indication that costs would be borne by the Air 
Force ? 

Mr. SKeen. I think it contained exactly the opposite. I know it did 
not contain any aflirmative statement. believe it contained a state- 
ment, as they generally do, that preproposal costs will not be borne by 
this contract. 

Mr. Harpy. Well, again, if my memory serves me correctly, in the 
case of Lockheed and North American, there was testimony to the 
effect that the competing bidders who submitted proposals would have 
been paid for their costs of submitting the sabaaalll whether or not 
they were the successful bidder ? 

Mr. Sxeen. Well, this may be true in that case. In our case, as I 
have mentioned it, it is in our total overhead pool and it is subject to 
negotiation on the basis of reasonableness. 

Now we have a substantial amount of fixed price business, which 
obviously we are not going to be able to increase the cost of the end 
result because the price is already fixed. The bid expenses can’t affect 
that. And I further remind you, sir, that in our case about 35 percent 
of our total business last year was commercial. So 35 percent of that 
will be borne by the 707 project, as a normal cost of doing business. 

Mr. Harpy. 35 percent of the bidding cost ? 

Mr. SKEEN. Yes, sir—I mean just on the basis of accounting, it will 
beapportioned to that. Overhead now. This overhead is split among 
all of the projects. 

Mr. Harpy. I would think that all of your overhead wouldn’t have 
been applicable to this particular project. If you charge your total 
overhead to this, why it would seem to me you would have been padding 
it from the accounting standpoint. 

Mr. Skeen. No. I meant that overhead goes into a total pool and 
it is allocated on the basis of man-hours to all the jobs in progress in 
the company. 

Mr. Harpy. Well, by the same token, then, this job will have allo- 
cated to it some of the bidding costs on other jobs? 

Mr. Sxeen. Well, it is possible in the future—this is possible. 

Mr. Harpy. Well, if you allocate a portion of this to your other 
jobs, naturally any other bidding that you undertake, whether it is 
commercial or Government, would be spread, at least a part, on this 
contract. 

Mr. Sxeen. That is quite right, sir. It is normal business practice. 
This is a cost of doing business. We develop a tremendous amount 
of information in these proposals. It is turned over to the Govern- 
ment. And it is certainly used by them, because each company has 
good ideas. So the Government is getting something for this. 
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My point is that we certainly aren’t assured that we are going to 
get reimbursed for it, Mr. Hardy. 

Mr. Harpy. Well, did you compete for the prime contracts on any 
of these other components that were awarded to other companies? 

Mr. SKEEN. No, sir; we did not. 

Mr. Harpy. Were any of those companies in competition with you? 
I have forgotten. 

Mr. SKeEn. No; no, sir. 

We are talking now about Autonetics, Division of North American, 
the Avco Co. and the— 

Mr. Harpy. North American was in competition with you for the 
general contract ? 

Mr. Skeen. The Los Angeles Division; yes, sir. 

Mr. Harpy. I am not going to try to keep all of these divisions 
separate. 

Now on page 5 of your statement you referred to a meeting, the 
minutes of which became legal amendments to the prime contract, 

I gather that that same type of meeting is conducted frequently? 

Mr. SKEEN. Yes, sir. 

Mr. Harpy. And out of those meetings you arrive at finite conclu- 
sions which have the effect of amending the contract immediately, so 
that you don’t have to wait for some approval back in the Pentagon. 

Mr. Sxeen. That is right, sir. 

That is one of the advantages of this type of system, is time, as I 
brought out in my testimony or tried to, sir. 

Mr. Harpy. Well, I am just wondering: Is there any limit to the 
extent to which amendments may be made in these groups? 

Mr. Sxeen. Well, there are certainly limits to the extent, of course, 
that they would call for changes in cost. It is beyond the amounts 
allocated, and so forth. 

If you are interested in that, sir, I can go into it just a bit more, 
Would you like for me to? 

Mr. Harpy. I don’t know whether we want to get into it too far 
now, but I would like to ask Mr. Courtney to do a little checking on 
that so we would understand clearly what is involved in this pro- 
cedure. 

Mr. SKEEN. Yes, sir. 

Mr. Harpy. So we can understand what limits apply, if any, and 
how far the group that meets in this apparently formal manner is 
permitted to go in making amendments to the contract. Because that 
commits the Air Force just as much as the original contract did. 
m- SKreEN. Well, remember, the Air Force issues these to us, Mr. 

ardy. 

Mer Harpy. I understand that. The Air Force is represented in 
these meetings. 

Mr. Skeen. Oh, yes. 

Mr. Harpy. I understand that. But I am not sure that you have 
comparable level in this meeting to that which made the original 
award. Maybe you do. 

Mr. epee No, I certainly wouldn’t say that we did. But this is 
normal, 

We had a board, where all the commands were. What we have 
here is our project officers—the same type of people who direct pro- 
grams and have for years. Certainly it is not any lower. 
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Mr. Harpy. Lower? 

Mr. Sxeen. Any lower echelons at all, in normal business. 

Mr. Harpy. That may be. 

Mr. Sxeen. Yes, sir. 

Mr. Harpy. I just don’t understand. And I think we ought to un- 
derstand. Because in the original award you outlined a very elabo- 
rate procedure of determination at a pretty high level. 

Mr. Sxren. That was the Source Selection Board that made this 
decision, yes, sir. 

Mr. Harpy. That is right. But the Source Selection Board is not 
continuing to pass on amendments which might have the effect of real 
wide variations of the original contract. 

Mr. Skeen. This is true. 

Mr. Harpy. I think we ought to understand just what level of 
authority that is and the extent to which they are permitted to mod- 
ify these contracts. 

Mr. Sxeen. Well, I will be glad to prepare a statement and sub- 
mit it to Mr. Courtney and incorporate the pertinent provisions of 
our contract to the extent they are unclassified, to clear this point up, 
sir. 

Mr. Harpy. I don’t care if they are classified or not. I think we 
are going to need to know what they are in the committee. 

Mr. SKEEN. Very good. 

Mr. Harpy. I am not talking about for publication, But we are 
going to need to know. Thank you. 

Now I wanted to discuss one other part of your presentation which 
had to do with certain alleged incentives for reduction in price and effi- 
ciency. 

I don’t want any of my comments or my questions to be construed 
as casting any aspersions on the Boeing Co. or on any of its officials. 

But I listened to your presentation on that and then I went back 
and read your statement over again. And the incentives which you 
have enumerated are not the type of incentives which the private en- 
terprise system of ours has normally considered to be incentives to 

uce prices and greater efficiency. 

As a matter of fact, as I read your comments, the type of incentive 
which you have enumerated would be just as applicable in a socialistic 

stem. 

*S0 I am having a little trouble understanding the basis on which 

you would construe these to serve the purpose of reducing prices or 

really promoting efficiency, because the element of dollar profit im- 

provement is missing. 

: Now some of these are rather high sounding things that you have 
ere. 

Mr. Gavin. What page is that, Mr. Hardy ? 

Mr. Harpy. On page 13. 

You start with No. 1 and you talk about the personal desire on the 
part A a contractor’s management to solve problems as quickly as 
possible. 

Now we would have to assume that that would apply to any tech- 
nical individual who naturally has a desire to progress as fast as he 
can. But certainly there is no profit motive in that. 

Mr. Skeen. May I say something, though, at this point? 

Mr. Harpy. Yes. But let me just finish this one observation. 
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Mr. SKEEN. Surely. 

Mr. Harpy. If that were a valid point, then there wouldn’t have been 
any need for any special emphasis on this business after sputnik, 
because we would have had it before then if there had been this motiva-. 
tion and it was working. 

Now if you have a comment on it, I would like to have it, because, 
frankly, I don’t see the validity of it. 

Mr. Sxeen. Well, let’s start at the beginning, sir. I represented, 
in accord with the questionnaire received from Mr. Courtney here—T 
believe you wanted the types of contracts that we use. So we were 
pointing out here that in the research and development 

Mr. Harpy. This has to do with the cost-plus-fixed-fee contract ? 

Mr. Sxeen. That is right; but I was trying to lead up to the point 
that we use CPFF contracts for the research and development stages 
of a contract. 

Mr. Harpy I understand; yes. 

Mr. Sxeen. And I was pointing out that there were incentives for 
efficiency under CPFF contracts. That is the only point ihat I was 
making. 

Mr. Harpy. I understand that. And that is one of the things that 
bothers me about this. Any validity to the argument that there are 
incentives in the cost-plus-fixed-fee contract, even on research and 
development, for reducing price and promoting efficiency. 

I don’t know how you would apply fixed-price contracts to this 
type of performance. But I have a hard time buying your argument 
that you have any incentive here to accomplish real efficiency and 
real price reductions. 

Mr. Sxeen. Well, I think it is just about—at least in the Boeing 
Co., about as follows, Mr. Hardy. ' 

Let’s assume that we take on an R. & D. job for $1 million. $1 mil- 
lion is our estimated cost, and to that is added a fee. 

Now the incentive is for us to do that job on time and for $1 million 
or less, because if it costs us $2 million we tie up our scarce scientific 
and technical people and high-priced research and development facili- 
ties for the basic fee. That is the incentive, sir. 

Mr. Harpy. Well, of course, you talk about doing it on time. 

Mr. SKEEN. Well, time is cost, sir. 

Mr. Harpy. Yes; but you have set up the best estimated schedule 
you can arrive at. 

Mr. Sxeen. Right. 

Mr. Harpy. When you get into a research contract or a development 
contract, you don’t have any very clear reason to su that you can 
actually make that schedule or that you might be able to reduce it or 
that you might have to exceed it. 

Mr. Sxren. But the one incentive is there to beat it, though, be- 
cause you are going to get an answer that will lead to some production 
business, as I tried to point out, sir. 

Mr. Harpy. But then if nobody else is performing a similar R. & D, 
contract—and that is the kind of a situation that we are in now. If 
nobody is performing a similar R. & D. contract, you haven’t a thing 
in the world to compare it with as to your performance. 

Mr. Sxeen. Well, there is research and development being carried 
on all over this country and at all times people are trying to develop 
weapons that doa job. 
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We know there is competition. The Dyna Soar program has been 
mentioned wherein the Government has another contractor. 

Mr. Harvy. I would have to take exception that there is any com- 

tition in this kind of a thing which would really promote profit 

ntive and reduce costs. 
ey 9 as you go through your other points, they all fall down in my 
opinion on essentially the same basis. In your No. 2 you say. 
The speed with which research and development in the initial production is 
accomplished is in itself a practical measure of efficiency. 

Mr. SKEEN. Yes, sir. 

Mr. Harpy. We presume you are going to make progress just as 
fast as you can. 

Mr. SKEEN. Right. 

Mr. Harpy. And just as fast as research and development make 

sible your moving to another stage. 

Mr. SKEEN. You are making exactly the same argument here that I 
am, sir, and that is the point. They are often overlooked under a 
CPFF contract. 

Mr. Harpy. You talk about getting through quickly so you can get 
into production. But even if that is so, your incentive toward accom- 
plishment is less than it would be in usual private industry, for the 
reason that it isn’t all your plant equipment that is sitting idle. The 
bulk of the plant that is sitting idle is owned by the taxpayers. 

Mr. SKEEN. Well, it depends on what the word “bulk” means. I 
would like to try just once more, sir, and then I will keep quiet. 

In the case I mentioned here, of $1 million estimated cost with a fixed 
fee of 6 percent, or $60,000. 

Now let’s assume that it costs us $2 million ; $2 million and we would 
still get the $60,000. That would be a 3-percent fee instead of a 6 per- 
cent, on the same business. 

So I say the incentive is definitely there. While if we had finished 
it for $500,000-—— 

Mr. Harpy. But you don’t have any penalty if you go over and it 
costs you $2 million. Somebody is going to have to put it back, unless 
it is eh out of all reason. 

Mr. SKeEen. The penalty is, sir, we receive no profit on an addi- 
tional 1 million dollars worth of work. That is the penalty. The fee 
then would become 3 percent on $2 million, because it is fixed; while 
if we do the job for $900,000 or even $500,000, the fee percentagewise 
goes up—$60,000 is 12 percent of $500,000. 

Iam pointing out that there is an incentive there. 

Mr. Harpy. It is an incentive based on a percentage. It is not an 
incentive based on the dollars and cents you get back. 

Mr. SkEeen. Well, it is based on effort, Mr. Hardy. It is the reward 
for effort. 

Mr. Harpy. Well, then, in your next one, your No. 3, you have a 
similar sort of a situation. 

You said: 


This competition takes a different form from the marketplace struggle between 
automobiles, but its effect on overall price is as real. 


I just can’t understand how you arrive at that kind of a thing, be- 
cause your competition in any other kind of a — would be just 
oss, and if you 


as great. Where your fee is fixed and you have no 
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exceed your price, all in the world you do is you reduce the percenta 
that you would make. You don’t reduce the amount that you would 
take at all. 

Mr. Sxeen. You run the risk of losing the business, Mr. Hardy, 

Mr. Harpy. But you haven’t anybody competing with you that can 
take it away from you, because they haven’t had the experience in the 
development of this particular thing. 

Mr. Sxeen. On the contrary, there is obviously competitive de. 
velopments all over the country. We don’t know when one of our 
principal competitors will solve the particular problem faster. 

Mr. Harpy. You say “reputation for high costs is damaging to any 
contractor.” 

Mr. SKEEN. Yes, sir; we say that. 

Mr. Harpy. Yes, sir, reputation for high costs, and if you ask me, 
everybody in this field has a reputation for high costs in our book. 

Mr. SKEEN. Sir, we have to disagree with you, honestly disagree, 
a I would definitely take exception to that and so would the Boeing 

0. 
Mr. Harpy. You talk about the military services having an incen- 
tive to keep costs down because of appropriations. But you know and 
I know, that from the standpoint of keeping costs down, the military 
are the poorest, in the whole structure of our ——: Actually, 
their incentive is limited because war, itself, is wasteful, and we are 
preparing for something to be destroyed. 

Mr. Chairman, I am sorry that I got into this, to this extent. But 
we are in a philosophical argument here now. Actually I think it is 
one of the weakest ones that industry could make. And they are ad- 
vocating a program which would be completely destructive of our pri- 
vate enterprise system when you are advocating a cost-plus-fixed-fee 
contract. 

Mr. Sxeen. Mr. Hardy, we are not advocating a cost-plus-fixed-fee 
contract. We stated we prefer fixed price, and fixed-price-incentive 


types. 

Mr. Harpy. I wish we didn’t have to have cost-plus-fixed-fee. 

Mr. Sxeen. OK. May I continue here just to get the record 
straight ? 

Mr. Harpy. Surely. 


Mr. Sxeren. But we recognize, sir, that in the developmental stages | 


of these complex programs, it is impossible to sit down and accu- 
rately estimate the costs. So we therefore say that the cost-plus-fixed- 
fee type contract is used, and it is used for a good reason. And we 


were trying to show here, and we sincerely believe, that there is in- | 


centive to do a good job under a cost-plus-fixed-fee contract. 


Mr. Harpy. Now go back to your incentive on this thing for just | 


one second. 
Mr. SKEEN. Yes. 


Mr. Harpy. You spoke of the fact that, if you should try and re- | 


duce your costs, you would increase your profit. 
Mr. Sxeen. That is right. 


Mr. Harpy. Actually you don’t have too much incentive on that, | 
because if you do get a substantial increase in your profit on that | 


score, why, you are liable to have it renegotiated out. 
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Mr. Sxeen. Well, I would like to speak to this one, too. You are 
quite right. You and I are in complete agreement on that, sir; com- 
plete a ment. 

Mr. Harpy. I am glad we agreed on one thing. 

Mr. Hépert. Mr. Courtney, do you have anything? 

Mr. Courtney. I just want to ask you a few questions—— 

Mr. Gavin. Before we get off that score, may I ask a question? 

On this cost-plus-fixed-fee contract—you got the prime contract. 
You developed the weapon now. What is your technique now, as 
incentive? What kind of a plan do you have to offer for incentive? 

Mr. Sxeen. I take it your question, Mr. Gavin, is, How will we 
arrive at an incentive ? 

Mr. Gavin. Yes. 

Mr. SKEEN. Fine. 

Mr. Gavin. And the reason for the incentive. Because you are 
suggesting you should get a basic 6-percent profit anyway. I am 
just wondering what kind of a profit you expected to get? 

Mr. SKEEN. Well, after we develop the system here and it has been 
described finitely to the point where the negotiators—— 

Mr. Gavin. And the weapon is ready to go into production. 

Mr. SKEEN. Yes, sir. We obviously will develop some of these in 
the test area, so we will have something to base a solid platform for 
sitting down and negotiating a tight price. So on the basis of that, 
we’ will arrive at an incentive target. That is, this is our desire in 
the matter, to arrive at an incentive target price which gives us an 
opportunity to beat it and save the Government, say, 80 cents on the 
dollar. 

Mr. Gavin. Yes; but supposing you do arrive at a satisfactory price 
on the contract and you don’t realize your ambitions and you don’t 
make the profit you anticipate. What then? 

Mr. Sxeen. Well, the Boeing Co. pays for our inability to do that 
through a reduced profit or no profit at all. But that is the American 
system. 

“Mer. Gavin. You have never found such an incident, though, have 
ou! 
. Mr. SKEEN. Yes, sir. 

Mr. Gavin. Have you? 

Mr. SKEEN. Yes, sir. 

Mr. Gavin. Well, that is rather unusual, I would say. I just won- 
dered, in negotiating the price of a contract. I think you would be 
on the safe side after you got into production and you were turning 
out the weapons. I just wondered how far your profits are going 
togo. How much do you anticipate in an incentive program? What 
do you figure? Supposing you were developing an incentive pro- 
gram, for a weapon. And you are ready to go into production now. 
What do you call a satisfactory profit from an incentive standpoint ? 

You might go into a contract and really make a real profit on that 
kind of a job, or you might lose, as I say. What would you say is 
satisfactory, 314 percent? 

Mr. Sxeen. No. 

Mr. Gavin. Four percent? 
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Mr. Sxeen. In the words of Mr. Allen, we think a normal profit 
should be around 12 percent before taxes. We have never even come 
close to that. We have never made anything more than our basic 
profit. And even the renegotiators take that away from us. 

Mr. Gavin. There is not much alternative for you, other than the 
system we have here. It pretty much has to be accepted. But we 
do think that you should be satisfied with a reasonable profit. 

Mr. Sxeen. We would be satisfied with a reasonable profit ; yes, sir, 
And that is all we have ever wanted to make. 

Mr. Heverr. Mr. Courtney. 

Mr. Courrney. A question about your chart, Mr. Skeen. Page 
2—A, I guess you would call it. It is the triangular chart. 

Now you outlined in this chart the various layers of authority? 

Mr. SKEEN. Yes, sir. 

Mr. Courrney. And responsibility and in your testimony you have 
now spoken of the relationship between Boeing. With the Depart- 
ment of the Air Force and this complex in Inglewood, Calif. ? 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. The three participants. 

Now the major decision, then, with respect to your responsibility, 
as you indicated on this chart, lies really in the combination of the 
BMD outfit ? 

Mr. Sxeen. Yes, sir. 

Mr. Courtney. And Space Technology Laboratory ? 

Mr. SKeEen. Yes, sir. 

Mr. Courrney. And what-not, and Boeing, isn’t that right? 

Mr. Skxeen. Our basic responsibility is in this area here. 

Mr. Courtney. This is Boeing ? 

Mr. SKEEN. Yes, sir; this is Boeing. 

Mr. Courtney. But so far as the administration of the Minuteman 
program is concerned 

Mr. Sxeen. It is the top block here [indicating on chart]. 

Mr. Courtney. The top block ? 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. That is where the major decisions are made? 

Mr. SKEEN. Yes, sir. 

Mr. Courrney. And these are decisions made by the Space Tech- 
nology Laboratory and yourself, and 

Mr. Sxeen. No, and the Air Force. 

Mr. Courtney. And the Air Force? 

Mr. Sxeen. Yes, sir. 

Mr. Courtney. Now do you have an equal voice in these confer- 
ences which you say lead to legal change orders, if you want to 
call them that, in the performance of your contract ? 

Mr. Sxeen. Yes, sir. That was the reason for the chart. We have 
an equal voice here. With respect to items below the Boeing line, 
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we have more than an equal voice because this gets into the inte- 
tion job. 

Mr. Courtnry. Yes. But let’s stick now to the top block. 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. In that case you say that you, with the Air Force, 
have an equal voice in the decision ? 

Mr. Sxeen. We are heard. They are the customer, yes, sir. 

Mr. Courtney. But nevertheless the final decision, the ultimate 
decision, if there is a difference, would be with the Air Force as the 
customer ¢ 

Mr. SKEEN. Yes, sir. 

Mr. Courrney. Now just one more question so we will be clear on 
the record. 

In these proposals and particularly the proposal which you indi- 
cated, you made at the time you were awarded the Minuteman. 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. The contract, or letter contract. 

Mr. SKrEN. Yes, sir. 

Mr. Courtney. In those cases, did you propose a system of subcon- 
tracting with prospective prices? 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. So that there was an indication in the proposal of 
who the major subcontracting tier would be, and their prospective 
price ? 

Mr. SKEEN. Yes, sir. 

Mr. Courtney. Now having gone to that extent, was that proposal 
with respect to the subcontracting the result of negotiations with the 
prospective supplier? 

Mr. SKEEN. Oh, no, no. It was a tentative proposal. 

Mr. Courtney. On a tentative? 

Mr. Sxeen. Yes, sir. 

Mr. Courtney. Then we would understand there would be no com- 
mitment ? 

Mr. Skeen. Oh, definitely not—— 

Mr. Courtney. Let me finish the question so we will be clear on the 
record. There would be no commitment between Boeing and the sub- 
contractor, or the associate contractor for that matter, or whatever 
you want to call him, who would be the indicated prospective source 
of the component or whatever supply or service was to be rendered, is 
that right ¢ 

Mr. Sxeen. That is right. And as I brought out in my testimony, 
we are now having another open meet—that is, open competition. Yes, 
sir. 

Mr. Courtney. Just so we understand this is not a fixed proposition 
when it goes before the Air Force for award. 

Mr. Sxeen. That is right. 
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Mr. Courtnry. Or whatever department is handling it. 

That is all, of Mr. Skeen. 

Mr. Hézerr. Now we will have the Bomarc presentation. 

Mr. Courtnry. This is Mr. Wood—Lysle Wood, who has charge 
of the Bomarc. 

And with him is Mr. Frank L. Dobbins, the Director of Material, 
who I guess would be called the contracting or subcontracting man, 

Now, this, Mr. Wood, differs in some respect from the contractual] 
arrangements you have concerning Minuteman, about which Mr. Skeen 
has testified. 

Mr. Chairman, with the permission of the subcommittee, they may 
wish to alternate on questions. 

Mr. Hésert. Proceed. 

Mr. Courtney. Would you like to interpolate your statement into 
the record and then speak concerning it. 

Mr. Woop. Yes. Mr. Chairman, with your permission, I would like 
to introduce this prepared statement in its entirety into the record, 
However, with permission and in the interest of saving your time and 
the time of the other gentlemen, I would be very happy to delete por- 
tions of this as I read it, if you wish, which would reduce the time. 

Mr. Hésert. Mr. Wood, you may introduce the statement here 
and it will be printed in its entirety at this point in the record, 

I think you noticed by the questions of the committee that we are 
interested in procedures and highlights, and that we avoid details, I 
think we can progress much more quickly. 

Mr. Woop. Yes, sir. I will be very happy to do so, and I have 
marked a set here with this in mind. 

Mr. Hésert. Put that in the record now. Sit down. 

(The statement of Mr. Wood is as follows :) 


STATEMENT OF LYSLE A. Woop, VICE PRESIDENT, GENERAL MANAGER, PILOTLESS 
AIRCRAFT DIVISION, BOEING AIRPLANE Co, 


WEAPONS SYSTEM MANAGEMENT 


Gentlemen, the purpose of this part of our prepared statement is to describe 
Boeing weapon system management practices as they have been applied to the 
Bomare program, or more appropriately, the IM-99 weapon system. In the 
preceding weeks of testimony, you have received information on the general 
nature of the weapon system management task and the important contribution 
that this concept has made in decreasing the time from conception of an idea 
to operational deployment. Rather than further pursue this aspect of the 
problem, I will devote the majority of my time to reporting on actual experiences 
over the life of the Bomare program. 

The first development contract for the Bomare weapon system was awarded 
shortly after the weapon system management concept was introduced by the 
Air Force. As far as we know, it is the largest system task which has been 
fully developed to the point of operations within that framework, and there- 
fore, we believe that it is an excellent example of what can be accomplished by 
weapon system management. 

Since an evaluation of the job that has been done on Bomarce is dependent 
upon first understanding the job that Bomarc itself must do, it is appropriate to 
describe the weapon system briefly. Some of this description may be repetition 
in view of what the committee has already seen and heard; however, for clarity 
in the record I seek your indulgence. 
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Bomare is an area air defense system. It is comprised of five broad 
subsystems : 

The electronic warning and control network, the Bomarc missile, the missile 
base, plus the associated ground support equipment and the necessary support 
logistics. Taking these subsystems in order, the electronic network, through 
connected radar stations, alerts the defense of an incoming attack, and auto. 
matically performs all of the tracking and intercept computations required to 
direct the missile toward the target. 

The battle commander assigns the required number of missiles and, at the 
proper time, the missiles are automatically launched. Although an electronic 
network is an essential part of the IM—99 weapon system, it is also an essentig} 
element for other defense systems. As has been pointed out previously, “One 
man’s subsystem is another man’s system,” and the electronic network became 
established as a separate system development with its system manager respon- 
ible for assuring overall comptability with all the various programs which wil] 
use it. The network to which I have been alluding is the well-known semi- 
automatic ground environment, or SAGE system. 
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The second subsystem is the missile. It is rocket-boosted from its shelter 
into the climb phase. At a preselected altitude, the missile levels out ang 
begins its cruise toward the target. During cruise, it is sent constantly up- 
dated information from the SAGE direction center. At the proper time during 
flight, the target seeker in the missile searches out the target, locks on, and 
automatically directs the missile to the intercept. 

Naturally, the missile able to accomplish this mission is a highly developed 
piece of equipment. 

The base consists of the shelters required for each missile, the powerhouse 
the maintenance buildings, water and heat services, access roads, fences, and 
SO on. 

The fourth system is the ground support equipment which can be examined 
in three broad categories: The various servicing, handling and transportation 
gear, missile erection equipment, the test and maintenance equipment, ete, 
Each of these categories is, in turn, broken down into hundreds of individual 
items, which make up additional subsystems. 

The fifth subsystem consists of the spare parts, crew training, instruction 
manuals and overhaul support. 

Integrating these five major subsystems with trained people produces an 
operationally ready defense base. 

At this point, we would like to give you our definition of weapon system 
management as it has been applied to the development of Bomarce. 


WEAPONS SYSTEM MANAGEMENT 











Ficure 83 





243 


WEAPONS SYSTEM MANAGEMENT 














ALINE IW1L10l 


LNAaWAZOVNVW WALSAS ouvwod 


g waned 


DN ee 








244 


WEAPONS SYSTEM MANAGEMENT 





It is the total responsibility for the design, development, production, and 
delivery of all of the elements of a defense system which will meet Air Force 
requirements in an economical and timely manner. 

Previously I mentioned that this has been the largest system task yet de. 
veloped under this concept. To give you some idea of its magnitude, let me 
quote some general statistics. Before the first Bomarc missile rolled off the 
production assembly line, a total of 13 million man-hours of effort had been 
involved in the research and development of the system. More than 3,600 
subcontractors of all sizes have worked on Bomarc; 2,177 are still active. We 
shall discuss the later to a greater extent. 

The supervision of those millions of man-hours has required more than ad- 
ministrative management. By far, the bigger task has been the technical 
management required to bring such a system into being, and to deliver to the 
Air Force the most advanced weapon system design. 

Let me describe a few of the technical management problems we have en- 
countered, by relating specific examples. 

Earlier, I mentioned that Bomarc utilized the SAGE system for warning and 
control. By contract, Boeing was obligated to assure compatibility of the 
Bomare system with the SAGE system. To assure this compatibility, our 
engineering department, at the very beginning of the SAGE program, started 
working with their counterparts on the SAGE program on the technical prob- 
lems involved in making the two systems compatible. Close coordination be- 
tween these two groups is constantly required, as a change in either system 
would affect the other. 

To expedite coordination of the many technical problems involved, Boeing 
established an engineering group of approximately 20 highly qualified engi- 
neers at the same physical location as the SAGE engineering group. 

Following are two examples of particularly difficult technical problems solved 
by the Boeing-SAGE team: The first problem area was discovered as Boeing 
engineers studied the SAGE development plan, and discovered that the planned 
rate of transmission of information from the radar network to the SAGE com- 
puter would be inadequate for the control of Bomare. As a result, Lincoln 
Laboratory, the prime SAGE contractor, developed an alternate method which 
resulted in a more satisfactory transmission system and, in turn, improved 
missile accuracy. 

Another example resulted from further study which brought to light a par- 
ticular feature which could be incorporated in the SAGE system to make use 
of radar data in a more effective manner for air defense weapons, including 
Bomarce. 

These are just two very simple examples of highly complex technical prob- 
lems which confront the weapon system manager. Although this technical 
coordination continues, basic Bomarc/SAGE compatibility has been demon- 
strated. Acting on the early recognition of potential problems which could 
still exist between the two systems, Boeing initiated a program with the Air 
Force whereby a SAGE facility in New York was connected by long-distance 
phone lines to our Bomare test site at Patrick Air Force Base, in Florida. 

By these means, Bomarc missiles at Patrick were fired and controlled to 
several successful intercepts by the SAGE center at Kingston, N.Y. This was 
the first time SAGE had ever been hooked up with any missile system, and it 
resulted in demonstrating that Bomarec and SAGE were truly compatible. 

Earlier I mentioned that the Bomarc missile contained a target seeker. Sev- 
eral airborne target seekers had been developed prior to the time that the 
Bomare target seeker requirements were established. However, the Bomarc 
system requires advanced features not available in any previous design. Be 
cause of the greater capability required in the Bomare weapon system, the 
target seeker had to be extremely powerful. In addition, for aerodynamic 
reasons, it had to be kept small and of minimum weight. Because it was 
installed in a missile, it had to be completely automatic in its operation. 

A group of Boeing engineers and scientists were assigned to develop target 
seeker specifications embodying these requirements. This required thorough 
knowledge of this highly technical field, as well as many laboratory experiments 
and the manufacturing of prototype components. 

When the seeker specifications were established, Boeing contracted with the 
Westinghouse Co. for the continued development, design, and testing of a unit 
that would meet the Bomare requirements. Westinghouse put a crew of their 
best technical people on the problem. Because the seeker had to be compatible 
with the rest of the missile, a great deal of technical coordination was required. 
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At one point in the development program a substantial Boeing engineering team 
was dispatched to Westinghouse, where they spent a number of months working 
directly with Westinghouse to resolve the technical problem of providing a suit. 
able Bomarc target seeker. 

We cite this example to emphasize the point that the development of many sub- 
systems of a missile such as Bomare requires the advancement of the state of 
the art if the missile system is to stay ahead of the threat. This requires that 
engineers and scientists in all fields such as electronics, aerodynamics, metal- 
lurgy, mechanical design, to name but a few, must work very closely together 
even though they are associated with a number of different companies, 

As part of our weapon system job, Boeing was also contractually obilgated 
to provide general specifications and drawings for the base facilities. These 
specifications must be in accordance with construction practice. With this in 
mind we, as weapon system manager, contracted with an experienced architec. 
tural and engineering firm to prepare the general specifications for a Bomare 
base facility. In order that this firm could do the job, we had to provide them 
with all of the technical requirements of the system. 

At each step along the way Boeing checked the drawings provided by the archi. 
tect and engineering firm to be sure that the design of the facilities was com- 
patible with the equipment, and that any of the changes desired or suggested by 
the architect and engineering firm for improvement in construction were consist- 
ent with the requirements of the weapon system. 

Upon completion of these general specifications, and review by Boeing, they 
were submitted to the Air Force for approval. 

The Air Force issues a request for the construction to the U.S. Army Corps 
of Engineers. The Corps of Engineers then contracts with an architectural and 
engineering firm, to prepare detailed construction drawings and specifications 
for the particular base, taking into account the local conditions surrounding the 
site at which the base is to be built. The Corps of Engineers, using these work- 
ing drawings, awards a contract to a construction contractor on the basis of 
advertised, sealed bids. 

As weapon system manager, Boeing is required to provide liaison with the 
Corps of Engineers’ architectural and engineering firm and the construction 
contractor. Changes generated by peculiarities of the base site and by cost 
reduction improvements must be coordinated and monitored by Boeing with the 
construction contractor, the architect and engineering firm involved, the Corps 
of Engineers, the Air Force, and in some cases, with the equipment manufacturer. 

In order to see that all this work is time-phased with equipment deliveries so 
that a complete base can be turned over to the Air Force at a specified time, 
Boeing prepares and supplies overall schedules for required completion dates 
to the Corps of Engineers. 

After the Corps of Engineers construction contractor has completed the base 
facilities, they are turned back to the Air Force by the Corps, who turns them 
back to Boeing. Under our contract, we are responsible for installing all the 
equipment previously described in the facilities of this base. This means that 
such items as the launcher erector, the ground equipment, the test equipment, 
the numerous pieces of service equipment, in fact, all the necessary units 
required to make a complete base are properly installed, checked out, and 
calibrated. 

To do this job, Boeing must plan and schedule each piece of equipment, so 
that it will arrive at the base at the proper time. In addition, we must prepare 
the procedures required for the installation and checkout of each piece of 
equipment individually, as subsystems, and finally, as a complete, operable base 
satisfactory to the Air Force inspection crew. The actual doing of this phase 
of weapon system management job is subcontracted by Boeing to experienced 
installation contractors. They provide craft labor, the installation field superin- 
tendents, the machinery and equipment that is necessary. 

Boeing provides a team of 40 to 50 engineers—technicians who direct the 
more complicated testing and calibration procedures. In addition, if any diff- 
culties are encountered during this phase of the work, specialists from the com- 
panies that build that particular unit are called in to resolve the problems on 
the spot. In this way we can assure ourselves the job will be done in a minimum 
time, and that a fully operable base will be delivered to the Air Force on the 
specified date. 

So far I have covered four of the five major subsystems of the weapon system 
which I previously described. The fifth area involves the logistics support 
that is required for the weapon system. These are some of the tasks that are 
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involved: First, we determine what spare parts are needed, in what quantity, 
and make these recommendations to appropriate Air Force agencies so that 
they may be procured, manufactured, and delivered in time to be available at 
the base when the first operations start. This includes not only spare parts 
for items that are built by Boeing but spare parts for all the items of our sub- 
contractors, as well as items which will be provided by the Government. 

Another area is the training of the Air Force personnel who are to man 
these bases. Boeing has established a school which is training all of the initial 
Air Force cadres until such time as the Air Force establishes a Bomare training 

hool. 

“ have given you examples of each one of the five major subsystems which I 
hope are illustrative of the magnitude and complexities of a weapon system 
management job. Because the management job is centralized in one organiza- 
tion at Boeing, all of these many things can be properly scheduled and controlled. 
This permits accomplishing the design, development, production, installation, 
and supporting functions in a compatible, economical, and timely manner. 

This has been a description of the job. The next area of the program that I 
would like to develop for the committee is that of the prime and subcontractual 
history. 

just at the end of World War II, a series of missile category requirements 
was developed by the Defense Department. Based upon the Air Force require- 
ments for the ground-to-air category, Boeing undertook development of GAPA, 
standing for ground-to-air pilotless aircraft. Over the next few years, into 1949, 
Boeing was awarded follow-on contracts for additional research and develop- 
ment of GAPA. GAPA was a short-range missile. 

In 1949, the Secretary of Defense assigned the role of developing short-range 
nissiles—up to 100 miles—to the Army, and the development of missiles over 
that range to the Air Force. At this time, GAPA was dropped. However, it 
had become obvious to military planners that there was a critical requirement 
for a defense missile of much greater range. 

Boeing had built and tested over 100 GAPA missiles which demonstrated new 
benchmarks in guidance and propulsion. Simultaneously, extensive studies by 
the University of Michigan had begun to delineate missile guidance and control 
systems suitable for such an advanced system. 

In view of this, the Air Force awarded a contract for a joint study by Boeing 
and the university to define an optimum air defense system for the continental 
United States. 

On the basis of the technical soundness of that study a phase I development 
and test program was awarded to Boeing in 1951 for the Bomare program. 

The major prime contracts awarded to date are summarized on this chart. 

The next chart illustrates the overall contracting structure for the Bomarc 
program. 

As you can see, the Air Force awards major contracts for certain components 
to other prime contractors; for example, the warhead and the ramjets. These 
items are then provided as Government-furnished equipment, or GFE, to be 
integrated into the system by Boeing. 

Our current contract structure on the IM-99B program is illustrated on the 
next chart. 

The total dollar cost of the system to the Air Force is broken down in the 
following manner: Hight percent of the system costs are expended by the Army 
Corps of Engineers for base construction. 

An additional 21 percent of the dollars is spent on GFE equipment. Thirty 
percent of the system costs are expended by Boeing, and 41 percent of the total 
dollars go to our system subcontractors. 

Our subcontract policies and structure are closely monitored by the Air Force 
and our current program has complete Air Force concurrence. 

Of further interest in the subcontract area is the manner in which we have 
selected these suppliers. Mr. Dobbins will present to this committee the methods 
by which we solicit bids and evaluate prospective subcontractors. I would like 
to present some examples of how this process has been applied in the Bomare 
program. 

In January 1951, the only companies in the country with substantial ramjet 
engine experience were Boeing, Wright Aeronautical, and Marquardt Aircraft 
Co. The program required a ramjet engine with capabilities superior to any 
which had been built to that time. An extensive survey was conducted, and it 
was concluded that only Marquardt and Boeing had sufficient capability to meet 
the Bomare requirements. Although Boeing had 5 years of ramjet development 
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experience on the GAPA program, it was decided that we would not continue in 
this activity inasmuch as there appeared to be a satisfactory source outside the 
ny. 
“ane findings were reviewed with the Air Force project office and with the 
Air Force powerplant laboratory at Wright Field, who concurred with these 
fndings, and authorized us to negotiate with Marquardt for the development of 
ngines. 
het the development, Boeing provided technical personnel to monitor 
and assist the program. This contract extended through 1958 and represented 
about 8 percent of the XIM-99A costs. Because these engines have application 
to other military systems, the current contract is directly under the Air Force, 
and these engines are part of our GFE equipment. 

Another system requirement was a reliable boost rocket engine, Because 
no engine meeting our requirements existed, one had to be developed, and 
development time was known to be lengthy. 

After reviewing the situation with the Air Force project office and Air Force 
powerplant laboratories at Wright Field, Boeing undertook to secure competitive 
proposals from Reaction Motors, Inc., Bell Aircraft Corp., North American Avia- 
tion, Inc., M. W. Kellogg Co., and Aerojet Engineering Corp. (predecessor to 
Aerojet-General Corp.). 

An evaluation of the proposals rapidly disclosed that only the M. W. Kellogg 
and Aerojet proposals could realistically be considered, with Aerojet’s proposal 
being superior in that it represented an overall minimum risk to the program 
and was based upon an existing rocketmotor of nearly the required size. This 
risk was evaluated on the basis of competitive price, technical proposal, 
adequacy of facilities, proven capability to cope with developmental changes, 
a complete realization and understanding of the program requirements, and 
available, capable, technical manpower. 

In each case, considering the job to be done, Aerojet was rated superior to the 
competition. This subcontract represented 5.15 percent of the total XIM-99A 
weapon system development program. 

Similarly, Boeing elected to procure the target seeker from an outside source. 
A review of potential suppliers was made by Boeing and the project office at 
Wright Field. The following companies were considered: Farnsworth Elec- 
tronics Co., North American Aviation, Inc., General Electric Co., Westinghouse 
Electric Co., Hughes Aircraft, and Bendix Aviation Corp. 

Farnsworth Electronics Co. was eliminated because their technology and 
experience were not applicable to our requirement. Hughes Aircraft was 
eliminated because they were fully occupied with developing equipment for the 
Falcon missile, and could not simultaneously support the Bomarc program 

Bendix Aviation, General Electric, North American, and Westinghouse were 
invited to submit quotations, with Bendix declining to quote. Westinghouse 
proposal was evaluated as best, considering technical proposal, technical capabil- 
ities, and available Westinghouse-furnished facilities. 

Westinghouse had already produced a conical scan radar for Navy fighter 
planes which could be further developed to meet the Bomarc requirements. 
This selection was concurred in by the Air Force, and Westinghouse was au- 
thorized to proceed on April 15, 1951. This subcontract represented 5.71 per- 
cent of the total cost of the XIM-99A weapon system development program. 

The success of this target seeker has been demonstrated many times in flight 


test intercepts and evaluation and suitability test programs conducted by the 
Air Force. 
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Beeause of the magnitude of the engineering workload in Boeing, it was de. 
termined that we should buy the operational test equipment, including the neces. 
sary engineering design work, from a single outside source. 

This simplified the engineering coordination between those closely related 
items of equipment, and facilitated technical surveillance of the work by Boeing, 

Twenty-one potential subcontractors were invited to attend a briefing con. 
ference at Seattle. From this group of suppliers, most of whom provided pro- 
posals, three emerged as having the best proposals for the program (Farnsworth 
Electronics Co., Division of International Telephone & Telegraph Corp., Texas 
Instruments, Inc., and AC Sparkplug Division of General Motors). On-the-spot 
survey of each of the three final bidders showed Farnsworth as the best qualified 
source to provide our requirements. 

The foregoing have been examples of procurement wherein a considerable 
amount of original engineering development was required. We now come to an 
example of an item which is much less complicated in nature, which had com- 
pleted its development cycle, and for which production drawings were available, 
Bids on this item—a launcher-erector—were solicited from 12 companies with 
structural steel manufacturing capabilities and facilities. 

The contract was placed with Food Machinery & Chemical Corp. on a fixed 
price—price redetermination basis at the lowest price, with no new Government 
facilities necessary. The vendor delivered the last unit to complete the Me- 
Guire Base last week. 

One more example of our subcontracting experience has been selected to 
demonstrate the scope of the prebid activity which is occasionally required by 
the weapon system manager. I have already described the work which is re- 
quired of the installation checkout and calibration subcontractor. Starting in 
1957, five prebid conferences have been held, from which five general installa- 
tion subcontractors have been selected, one for each of the bases presently un- 
der construction. A total of 51 contractors have participated in the conferences, 
which have been held in both Seattle and at the sites of the respective bases. 

The control of a program as comprehensive and technical as the Bomare 
weapon system requires broad management coverage functionally and 
organizationally. 

For the sake of simplicity, we consider these internal controls under four 
major headings: 

1. “Technical Development Progress Controls.” 

2. “Schedule Compliance Controls.” 

3. “Reliability and Quality Controls.” 

4. “Cost Controls.” 
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Control of technical development of the Bomare weapon system is accom- 
plished primarily through the following basic techniques: 

i. A clear contract interpretation and definition of product technical require- 
ments to guide developmental organizations. 

2. Maintenance of an effective progress monitoring program that permits early 
recognition of problems areas and implementation of corrective actions. 

The definition of technical requirements is clearly set forth in a number of 
documents that are periodically revised and maintained on a current basis. 
The major documents of this type are indicated on the chart. 

The function of monitoring development progress and status is accomplished 
largely through the efforts of a specialized engineering system management 
organization. Personnel from this organization are assigned to each inplant 
and subcontracted subsystem development effort. Weekly progress reports out- 
lining status, problems, and necessary corrective actions provide an overall 
evaluation of the program status, through which management appraisal and 
initiation of corrective measures can be accomplished. 

Additional coordination between developmental, materiel, and manufacturing 
organizations is accomplished through weekly coordination meetings to insure 
product completion in accordance with contractual obligations. 

Several reports, covering all phases of program technical status, are sub- 
mitted to the Air Force as indicated. 

An example of Air Force control in the technical development area are the 
periodic development engineering inspections conducted by the Air Force. These 
provide the Air Force with a comprehensive and direct means of insuring that 
their specifications are incorporated in the weapon system to the fullest degree. 
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Schedule compliance controls are essential to assure that program com- 

etion will meet contractual requirements. 

Schedule planning emanates from the Air Force in their program guide. 
Organizations within Boeing translate these requirements into company plans 
and schedules, and submit them to the Air Force in a master program plan. 

Subsequent changes to the master program plan are thoroughly coordinated 
with the Air Force. 

A quarters progress report correlates schedule compliance with other ele- 
ments of the operation such as cost, reliability, ete. 

Schedule controls are applied to all phases of the operation from design 
and development through manufacturing, base installations, and final testing 
at the launching pad. 

An example of one way in which the Air Force can determine whether 
schedule requirements are being met are the meetings of the weapon system 
phasing group. These are called and managed by the Air Force, and provide 
a coordinating media for the solution of system integration and phasing 

roblems. 

Membership of the phasing group is made up of representatives of every 
cognizant Air Force agency with weapon system manager participation. 
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An adequate reliability and quality control program is, of course, essential 
to insuring satisfactory product performance. The principal objectives of this 
rogram are: 

1. To conduct analyses for system and subsystem improvements. 

2. To statistically analyze malfunction data and assist in measuring probable 
operating life of the product—and in isolating problem areas and initiating 
corrective action to prolong the product’s life. 

Isolation of failure causes and evaluation of associated failures provide a 
guide for remedial action. Based on evaluation and analysis of data, predic- 
tions can be made relative to frequency of operational maintenance, and estab- 
lishment of a schedule of production and supply of spares. Boeing management 
and the Air Force must have available the most accurate information possible 
as an aid to the evaluation of the production effort, from reliability and quality 
control standpoints. 

The various reporting devices for insuring maximum reliability are shown 
on the chart. 

The success of our reliability and quality control program is reflected in 
quarterly progress reports to the Air Force. A special check on the product’s 
quality is afforded by the Air Force contractor technical compliance inspec- 
tions. Technical Air Force teams thoroughly inspect the first production item 
to assure themselves that we have produced a product of the quality required 
by the contract. Discrepancies and suggested improvements are documented 
for Boeing compliance. 

The Air Force monitors the quality and reliability of our product on a day- 
today basis through its quality control office which is a part of the resident 
plant representative’s organization. 
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Paramount in today’s era of tight defense dollars is the control of costs. 
To explain our cost controls, we have selected the normal subdivision of costs 
common in industry today: 

1. Direct labor. 

2. Overhead. 

8. Materials. 

4, Subcontracting. 

Costs incurred in all four categories are summarized to the Air Force in two 
primary reports—the monthly cost status report, and the quarterly progress 
report. The monthly cost status report gives an up-to-date, month-by-month 
fiscal picture, comparing actual expenditure trends to contractual targets and 
commitments. The quarterly progress report summarizes cost trends, fiscal 
funding, etc., and relates it to other aspects of the operation. 

Of chief concern to the Air Force, is the cost of the delivered weapon system 
hardware and attendant services. Costs are controlled within the company, 
both by product and by organizations performing the work. Thus, we control 
and guide cost trends in the proper direction. 

The reports shown in the direct labor, overhead, and material areas reflect 
controls on both product and organizational costs. Overtime limitations are 
negotiated periodically with the Air Force, and all overtime justification is 
subject to Air Force approval. 

All direct costs, overhead rates, and amounts, and so on, are reported against 
definitive contract amounts, and are summarized in the top level reports 
indicated. 

The reports, when disseminated to proper authorities within the company, 
enable effective action to be taken. Regular and timely cost meetings are held 
at all levels with followup in all areas where adverse trends become apparent. 

In addition to stringent cost controls on inplant effort, Boeing exercises rigid 
controls over its subcontractors. 

In summary, we have attempted, through the example of the Bomare weapon 
system, to present to this committee information which indicates the nature and 
magnitude of the weapon system management task. We have presented several 
representative examples of subcontracting. In addition, we have given you a 
brief insight into the many control procedures utilized by the Air Force and 
ourselves to provide the American people with the best possible defense for every 
dollar spent on this weapon system. 


Mr. Hésertr. Now if you would give us the highlights, and without 
detail, of the system that is being employed in the production of 
Bomarc—I mean from the beginning, where you were given the prime 
contract, what your responsibility was, and how it exists at the present 
time. 

The Bomarc is in production; that is correct, isn’t it? 

Mr. Woop. Yes, that is right, sir. 

Mr. Héperr. So then you have here a finished contract. From the 
beginning to the end. And exactly how that procedure was taken. 

Mr. Woop. Yes, sir; I will be very happy to do that. 

Mr. Heépverr. Fine. 

Mr. Woop. You mean I should depart from the prepared one or just 
read those portions of it which tend to serve that purpose ? 

Mr. Héperr. Yes; we will have the benefit of the testimony there. 

Mr. Woop. Yes, sir. 

Mr. Heésert. But the thing we are interested in particularly, of 
course, is the procedure as related to what we are calling the single 
management system concept. 

Mr. Woop. Yes, sir. 

Mr. Hénert. Now was thisa single management system concept ? 

Mr. Woon. Yes, sir. 

Mr. Hésert. I would like for you to detail that in general terms, 
without technical 





Mr. Woop. Yes. 
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Mr. Courtney. Mr. Chairman, if he could point out wherein it dif- 
fers in any respect from the Minuteman 

Mr. Hézert. From the Minuteman, yes. 

Mr. Courtney. Discussion, so we can understand the relationships, 

Mr. Héserr. How does it differ from the Minuteman contract? 

Mr. Woop. Let me say this, Mr. Chairman. 

I believe it would help everyone if I stated that the weapons system 
concept is the constant that runs through all of these things and this 
is the desire on the part of the Air Force and the contractor and the 
using agencies to have a complete weapons system, which means that 
they wish to have the whole harmonious with itself so that in the end 
you have something that is complete and absolute. It is a system 
that is completely operable within itself. 

Mr. Héserr. Yes. 

Mr. Woop. It is not like the automobile minus wheels, which is use- 
less. 

The purpose of weapons system management, then, is to achieve 
that objective. And the deviations that we run into and the variations 
that seem to be disturbing the committee, I think, are simply rather 
minor detours in the way you get to that final desirable objective of 
having a complete, operable, usable tactical, or whatever word you 
wish to use, weapon system in the hands of the armed services. 

Mr. Heéperr. The minor details, as you describe them, might be very 
costly. 

Mr. Woop. Conceivably, yes. 

Mr. Héserr. Now our understanding, up to several days ago, of this 
system, was that a prime was selected by the Government and that 
prime was responsible for the end product, under the single manage- 
ment system concept. 

Was that the system employed in the Bomarc? Certainly it is 
not the system being employed in Minuteman. 

Mr. Woop. I think, sir, in both cases the system was employed, but 
there are variations in degree. In the Minuteman, as Mr. Skeen has 
brought out 

Mr. Hésert. You tell us what the Bomarc procedure is. 

Mr. Price. Mr. Chairman, may I clarify one thing here? 

Mr. Hésert. Yes. 

Mr. Price. You have two separate weapons systems contracts, then. 

Mr. Héserr. More. 

Mr. Price. How many dothey have? 

Mr. Héserr. Weare now discussing it. 

Mr. Price. We are discussing Minuteman and Bomare. 

Mr. Hésert. We discussed Minuteman and now Bomare. 

Mr. Woop. Those are two separate weapons systems contracts. 

Mr. Price. Do you have any other separate weapons system con- 
tracts? 

Mr. Woop. On the B-70 we have a weapons system subsystem 
with North American. 











Mr. Hézerr. Oh, you are a subcontractor 

Mr. Woop. On the B-52 we have a weapons system contract which 
is discharged at our Wichita division and at our transport division 
in Renton, Wash.—the KC-135, which may be considered a weapons 
system. 




















———— 
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Mr. Price. Is your weapons system contract on the B-52 still in 

Mr. Woop. Yes, sir. 

Mr. Price. Why would there be a necessity there for a weapons 
system contract when by this time it should be in operation and could 
be in the open market for competition ? 

Mr. Woop. These are matters of semantics and matter of degree. 
The Air Force and the Air Force contractors like to regard even a 
yehicle such as the B—52 as a weapons system, for the reason that it is 
not a complete weapons system as a bare airplane. It must be sup- 
ported by various pieces of equipment. 

In the case of the B-52, for instance, it is supported by ground 
equipment—ground starters for starting the engines. 

It is supported by tankers to enable it to have a more complete 
range. A weapons system can be of practically any magnitude. The 
simplest method of a weapons system is a rifleman with a rifle, ammu- 
nition, sights on the gun, and all of that sort of thing. This gets 
right back down to the rudiments, about the simplest weapons system 
youcan describe. From there on it goes up to rather great complexity, 
as you recognize. 

Mr. Price. It would seem that in some time period when it has 
been operational for a good many years, that most of the elements of 
it would have reached a competitive stage where you could have open 
competition. 

Mr. Woop. Yes, sir. I didn’t mean to say anything contrary to 
that. It is then an operating weapons system and there may no 
longer need to be a weapons system management contract, that 1s 
right, sir. 

Mr. Héverr. Is that the point? 

Mr. Price. That is the point I was trying to make. 

Mr. Hézerr. Suppose you tell us now how the Bomarc system 
eesttee. Because you are in production. So then you have a com- 
plete picture. 

Mr. Woop. That is right. We are very happy to doso. 

Now, the Bomare contract was started, as all such contracts are, as 
an R. & D. contract. A new contract was signed each year for the 
work that we accomplished during approximately the next calendar 
year, as funds were made available. 

This was one of the first. and one of the largest weapons system 
contracts signed by the Air Force. 

I do not believe it should be considered a weapons system manage- 
ment contract until about the year 1953 or 1954. 

, The work before that was contracted for more or less on an R. & D. 
asis. 

Mr. Hésertr. With different contractors? 

Mr. Woop. Principally with Boeing. But there were others—the 
University of Michigan, for instance, played a very prominent part 
in those days and had a prime contract from the Air Force. 

Mr. Hénerr. We are trying to ascertain this. When the contract 
was entered into for the Bomarc, was Boeing designated as the sole 
prime, with full responsibility for the end product? 

Mr. Woop. Yes, sir. 
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Except to put in the thing, that, of course, we are responsible to 
the Air Force, because as Mr. Skeen has pointed out, they are the 
customer. But we were given pretty much complete responsibility 
for the development of the system. 

Mr. Hess. That wasn’t until 1953, though, I believe you said, 

Mr. Woop. About 1953 was the time that we entered into with the 
Air Force what we termed a price to completion agreement with the 
Air Force, whereupon the entire task was appraised. We made the 
best estimate we could as to how much the total job was to cost. We 
agreed upon a fee for performing that job and we set a time at which 
it was to be completed—this initial R. & D. development. 

Mr. Hess. Is this one of the early or one of the first weapon system 
management contracts? 

Mr. Woop. Yes, sir. As far as my knowledge goes, I believe it was 
one of the first entered into by the Air Force for a complete weapons 
system management of this kind. 

Mr. Gavin. What was the fee agreed upon ? 

Mr. Woop. About 6 percent, I think—6 percent of the estimated 
cost. 

Mr. Gavin. On this subcontract that you referred to with the 
University of Michigan, was that let before or after you got the 
prime contract ? 

Mr. Woop. To my knowledge, the contract with the University of 
Michigan was initially a prime contract with the Air Force. After 
we have entered into the contract to which I had referred, we had a 
subcontract of small magnitude with the University of Michigan, 
which carried on for a certain length of time, to do some work that 
we deemed necessary to help us. 

Mr. Gavin. What I am trying to get at: Was the contract with 
the University of Michigan let before or after you got the prime 
contract ? 

Mr. Woop. The original contract running from the Air Force to the 
University of Michigan was let before we had a prime contract, to 
the best of my knowledge. Our subcontract to them to perform 
certain additional work was let, of course, after we received a prime 
contract. 

Mr. Gavin. Did the Air Force let it to the University of Michigan? 

Mr. Woop. There were two contracts, as I believe you understand. 

Mr. Gavin. I understand. 

Mr. Woop. The first one, the prime contract—— 

Mr. Gavin. I mean the second one. 

Mr. Woop. The second one. 

Mr. Gavin. You have the contract and you are going to cooperate 
with the University of Michigan ? 

Mr. Woon. Yes. 

Mr. Gavin. Did you let that contract to them or did the Air Force 
let it to them ? 

Mr. Woop. We did, sir. To the best of my recollection, we did. 

Mr. Gavin. All right. Now, are you going to be a prime contractor 
or is the Air Force going to do some subcontracting after they have 
given you the prime contract ? 

Mr. Woop. I have just checked with Mr. Dobbins, that we placed 
that contract. 

Mr. Dosprns. Mr. Gavin, we placed that second contract. 
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Mr. Woop. That is right. 

Mr. Gavin. Then the Air Force didn’t interfere, 

Mr. Woop. That is right. 

Mr. Hésert. All right, Mr. Wood. jeu fl 

Mr. Woop. Then, the weapons system on this thing—I better go into 
little bit of description on this. Some of you gentlemen saw a film, 
ghich has given a good idea of that. I believe Mr. Gavin did not see 

dia Mr. Price, as I recall. The complete Bomare system 

makes use of an electronic warning system, an alert system, and a com- 
munications system which has now been developed under separate 
entracts by the Air Force and is commonly known as SAGE, for 


| gmiautomatic ground environment. 





' 


| 





Bomare can be operated in the other manners, but under present 
Air Force planning it is to be operated and controlled by this semi- 
wtomatic ground environment. So this constitutes one element of the 

Mr. Hess. May I break in there, please? 

Mr. Woop. Yes, sir. 

Mr. Hess. Is the system used for any other missile or can it be used 
forany other missile ? ; 

Mr. Woop. Yes, sir. The SAGE system is designed to integrate 


| thecontrol of all air defense weapons. 


Mr. Hess. ‘Then it isn’t solely a part of the Bomare system ? 

Mr. Woop. No, sir; and we have at no time had a contract for the 
production of any part of the SAGE system. 

The second part of the system consist of the missile itself, which 
you gentleman saw in the motion picture. And you are familiar with 
news pictures, and others. 

A third part of the system is the missile base, wherein the weapons 
are stored and where they are kept ready for action in individual 
shelters. 

The fourth part of the system is the ground equipment necessa 
it these bases to put the missiles in the shelters and to check it periodi- 
ully to make sure it is ready to go. 

the fifth element of the system consists of what is known as logistics 
liga is, handbooks, training, supplies, and many things of 

t sort. 

So we think of the whole system as comprised of these five elements. 
The latter, incidentally, includes spares. 

Now to give you a little on the manner in which this works. Excuse 
nea second here. 

You gentlemen saw the motion picture, and perhaps I am becoming 
wpetitious on that. But as you will recall, it is an air defense weapon. 
tis launched from a shelter on the ground. It cruises in a midcourse 
juidance manner near the target, and then seeks out its own target and 

| mes on from there. 

I believe you are anxious to hurry on to the administration of the 
contract. 

Mr. Hésert. That is what we are interested in. 

Mr. Woop. In contracting for this weapons system—the term 
‘trokerage” was used a short time ago by one of the gentlemen. I 
vould like to point out here that I think we have the exact opposite 
ifthis. There is no opportunity for this type of thing. It was not 








266 WEAPONS SYSTEM MANAGEMENT 


possible at this time to go out on the market and buy components 
that were suitable for this job. 


Asa result, we had a development job to do. 0 

I would like to illustrate with two or three examples the sort of 
think that we did. oC 

We entered into a contract with Westinghouse Electric, after acon _b 


siderable amount of investigation on our part and consultation with 

the military services, to find out which company had the best capabil- C 

ity for delivery. al 
I have in the printed testimony a list of the companies that we 

egy at that time. It is not particularly pertinent to my point 

rere. ae 
We determined finally that the Westinghouse Co. was the best suited 

to design the type of target seeker that would be required in this) © 

weapons system. ® 


We then, using our own engineers and working with their engineers, 
developed a specification. It is a highly technical job. We prepared ™ 
a specification of what would be required of this target seeker. P 

oan of their qualifications for the job was that they had done some © 
work for the Navy, of a somewhat similar nature, that formed abasis 


for their ability to go forward on this thing. 
Subsequently, then, a contract was awarded to Westinghouse forthe 
development of this target seeker, and they have produced and sup. ™ 


plied it. in 
However, in the process, both the task of developing the seeker and 

the task of integrating it—the word that Mr. Skeen has used, “inte  ™ 

grating into the system,”—was sufficiently complex, so we maintained 

in the Westinghouse plant as many as 16, 18, or 20 skilled engineers  *t 

working directly with Westinghouse on this problem, over a period of a 


several months. 
Now I could cite other examples of this kind. P 
Since we mentioned SAGE, I would like to bring up the same sort 
of a point there. We have no contract at all on SAGE. We do not 
do any part of the development. Nevertheless, as a part of our weap- k 
ons system management job or system integration job, as you wish to 
call it, we have maintained in Boston for the past several years an 
engineering force of 20 to 30 skilled engineers, working directly with f 
the people who are developing the SAGE system, that can now be . 
referred to as Mitre Corp., Lincoln Laboratory, and some of these Fr 
others. Also the Air Force agency known as ADSID—for Air | 
Defense Systems Integration Division. Now,'those are two examples. 
Another one that I would like to cite along this line to explain our 
concept of this—and then I will get to the contractual relation,  }, 
though I think I am carrying these along as we go. 
In the case of the base, a base for handling these things did not exist. ; 


; ; ce 
As in the case of fighter and bomber airplanes, airbases have been; 
built over a period of many years, and no one weapons system manager 
had to go out and invent an airfield as thiscame along. In the case of 


Bomare, this was not true. We were given the responsibility by the 
Air Force to write the specifications for a Bomarc base. This is 4 
construction job and needed to be done in consonance with good, 
general construction practice. 

We therefore employed an architectural and engineering firm, with 
whom we worked closely, giving them the engineering criteria ant 
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things that were peculiar to this weapons system, and enabling them 
to prepare a — specification and drawings for a base. 

his specification is delivered to the Air Force, but it is a part of 
our weapons system responsibility. 

To carry on with this one a moment further, Boeing does not have 
contracts for construction of the so-called brick and mortar for these 
bases. 

This general specification is turned over by the Air Force to the 
Corps of Engineers, with a request that the Corps of Engineers initi- 
ate construction. 

The Corps of Engineers employs an architect and engineering firm 
to cover these general specifications into specific site adapted build- 
ings and a base for the Bomarc missile. 

he Corps of Engineers then advertises for bidders and awards 
contracts for construction of such bases. Boeing meanwhile maintains 
a master phasing program schedule of all of this activity, and work- 
ing closely with the Air Force, and going to weapons systems phasing 
meetings which are called by the Air Force, and having monthly 
progress reviews and all that, to bring it up to this point. Because 
we supply to the Corps of Engineers the scheduling that is necessary 
for them to execute, in order that we can take the next step. 

When the buildings are completed, they are delivered and accepted 
by the Corps of Engineers under these competitive contracts. The 
are turned over to the Air Force, which again, then, turns these build- 
ings over to Boeing. 

oeing at this point advertises for bids, for what is known as the 
installation, calibration, and checkout of this weapons system. 

We have bidders’ conferences. We call in large numbers of con- 
struction firms and explain to them the work which is to be done, 
which is the work of placing the launcher erecters and placing the 
electronic equipment in the buildings and hooking it up to the services 
provided by the Corps of Engineers, and determining that all the 
circumstances are continuous and that the lines are leakproof and all 
that sort of thing. At the completion of that work, the Boeing Co. 
having maintained at the base a staff of, say, 40 to 50 engineers to 
keep this under general surveillance, the Boeing Co. then goes into 
the base and checks out these things with an actual missile, to make 
sure that they function, that is, they operate the various things, except 
for the actual firing of the missile. 

At this point the base is then ready for inspection by the Air 
Force—— 

Mr. Gavin. Checks out with who, the Air Force or the engineers ? 

Mr. Woops. I have lost the context, sir. 

Mr. Gavin. You have this perfected to the point where you are 
bringing in the missiles. 

Mr. Woop. We have checked it against our own operating pro- 
cedures and technical requirement, to see that, for instance, the roof 
is open at the required time and the erecters stand up when required. 

Mr. Gavin. Are the Engineers still on the job, or has the Air Force 
now moved in? The Engineers have turned the facility over to the 
Air Force? 

Mr. Woop. Yes, sir, at this point. 

Mr. Price. At that point, are you still talking in the R. & D. stage? 

Mr. Woop. No. 
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Mr, Price. You are talking about operation ? 

Mr. Woop. This is now getting to an operational base. 

Mr. Price. This will mean that the whole Bomare contract, will 
continue to be operated under a management contract with Boeing, 
or what? 

Mr. Woop. What this means is that each base, sir, is delivered un- 
der this contract. It is sometimes referred to as a turnkey operation, 
When the base is completed, has been checked out, and the Air Force 
inspectors have gone through it with us and have determined that 
this is an operable base and that it meets the specifications laid down 
by the customer, it is then delivered to the Air Force, in the same 
manner that an aircraft would be turned over after a check flight 
at the factory. 

Mr. Price. Does that mean that this operation is so complex that 
every Bomarc installation will be a turnkey job with Boeing? 

Mr. Woop. It is contemplated that each installation will be a turn- 
key job, from Boeing, sir. But I do not like to say that it is be- 
cause it is necessarily so complex. It is quite extensive. There 
are many things to be coordinated. 

Mr. Price. Then if it is not so complex, why would it be necessary 
that one management system have every Bomarc installation job? 

Mr. Woop. That one management system / 

Mr. Price. Yes. 

Mr. Woop. Well, simply because it is more efficient, we believe, sir, 
and the Air Force seems to agree that it is more efficient to do this 
management job in this manner. 

Now, bear in mind that we do not perform all of this work. For 
instance, the buildings, I think I have made clear, is done by the 
Corps of Engineers. 

r. Price. Even after you leave the R. & D. stage and you are 
constructing a Bomare complex you still are not in the area where 
you can put this out for competition ¢ 

Mr. Woop. Oh, yes. Large portions of it are out for competition. 
For instance, this installation, calibration, and checkout procedures 
that I referred to: We have had 51 different companies competing for 
that on 5 different bases and a different company won that job at each 
base, which greatly increases our management or surveillance job. 
But those are competitive bids. 

Mr. Price. Would you explain for me why you take this position— 
you may be right. Iam just throwing this out. 

Mr. Woop. Yes. 

Mr. Price. Why you feel or why the Air Force feels that it is 
a more efficient operation to continue this under Boeing mana 
ment when they are in the business of constructing actual installa- 
tion, Bomarc installations. 

Mr. Woon. Sir, I do not see a great deal of difference from the situ- 
ation where we have production airplanes. Once you have a con- 
tractor going, that is putting together and deliver fairly complicated 
airplanes such as the B-52, it is pretty difficult to hand that over, 
except in emergency circumstances to additional sources, and the 
oe to pass the thing on to other companies would be extremely 

ifficult. 

Mr. Price. I am thinking out loud. I can see why you might be 
involved this far in the initial installations, and maybe the second one. 
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But why does it have to go through the whole complex of all Bomare 
installations ? 
ing Woop. Well, there are two things. In the first place, of course, 
someone has to be responsible to hand over the system. The other is 
that systems of this sort are not static. They are constantly in the 
state of being improved. That is, you build a few bases and by that 
time you have some desirable indication to crank in and you want to 
maintain a continuity of management. 

Again, sir, I think it is not greatly different from my other example 
of continuing to deliver airplanes. 

Mr. Price. I think it is different, because I can see that when you 
are building an installation you go out and seek bids on it eventually. 
You don’t have it always limited to the point where only one manage- 


| ment firm in the country can do the job. 





_ that some place along the 


Mr. Woop. Perhaps I haven’t made myself clear. All of these 

ings—— 
ae Price. Atleast I am not clear. 

Mr. Woop. On all of these elements there is lots of competition, sir. 
For instance, on this basis as I pointed out, we have had—— 

Mr. Price. How is there competition if Boeing is going to do the 
complete job ? 

Mr. Woop. All we do is the management job. 

Mr. Price. That is what I am talking about. There is not compe- 
tition for the management task. 

Mr. Gavin. The Engineers handle the actual construction ? 

Mr. Woop. Yes, sir. 

Mr. Price. That is what I am talking about. You do the manage- 
ment job. That would seem to me—eventually, some time it ought 
toget in the hands of the Air Force. 

fr. Woop. Well, of course it is, sir, in the hands of the Air Force 
all of the time. I mean we simply have been retained, if you wish 
to use that word, as managers for this thing. We assist by putting 
these things out for bid. 

As I pointed out, the base construction is done by the Corps of Engi- 


_ neers. This installation work of installing——— 


Mr. Price. Maybe I am ne | thick on it, but it would seem to me 
ine the Air Force ought to be in position 


tomanage it for themselves, 
Mr. Gavin. That is the reason I brought up the question, too. The 


| Department of the one goes in and takes a contract and builds the 
i 


facility. They are familiar with all aspects. You are doing the man- 
satel jb, and are in an advisory capacity. 

And handling the job with the Department of the Army, under its 
construction. Then you turn it over for operational facilities to the 
Air Force, is that right ? 

Mr. Woop. Yes, sir. But in the intervening—— 

Mr. Gavin. And you instruct the Air Force. Even though the 
Army has constructed it, it would be more logical, in view of the fact 
that they followed it through to its last degree—when it comes to 
turning it over now. You turn it over to the Department of the Air 
Force. The Army is out of the picture. 

Mr. Woop. No, sir. I believe I should clarify a point. 

_ At the time the Corps of Engineers complete their work and turn 
it back to the Air Force, it consists of bare buildings 
40113—59—18 
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Mr. Gavin Oh, I see. Not with installation. 
Mr. Woop. But there are no missile launchers, no electronic equip- 
ment and all that. t 
Mr. Gavin. I see. 
on Woop. This is the installation, calibration and checkout | 
work—— 
Mr. Gavin. That is where the Air Force goes in? i 
Mr. Woop. We go in and get competitive bids for this installation, 
calibration and checkout work, and we supervise that. But it is done t 
under competitive bidding. | 
c 
f 





Mr. Héserr. But this is the single manager concept that you are 
speaking of ? 

Mr. Woop. Yes, sir. 

Mr. Hézsertr. Which is employed in Bomarc? ] 

Mr. Woop. Yes, sir. V 

Mr. Hésertr. Which is entirely different than described in the con- a 
cept of the management of the Minuteman. 

Mr. Woop. Well, I do not like to agree, sir, that it is entirely : 
different. ] 

Mr. Héserr. Don’t agree with me. Tell me what you are thinking, ? 

Mr. Woop. I do not agree it is entirely different. In this case the . 
essential, I think, between the two—in this case most of the people : 
I think that contribute to this have been subcontractors to Boeing, | 
The contractual relationship has been that of a subcontractor. 

In the case of the Minuteman, as you have seen, a great many of | 


them are associate contractors. But in that latter case, the Govern- I 
ment places upon Boeing the burden of coordinating these other 
gentlemen, that is, the associate contractors, and it places upon the as- 
sociate contractors the burden of cooperating with Boeing to the end 
result. 

Mr. Hésert. But Boeing in the Minuteman management system 





does not have any authority over the associate contractors except to | 
coordinate or integrate. | 

Mr. Woop. Would you like to answer this? pe: 

Mr. Hésert. That is what we are trying to do. We are trying to | 
find out. Now here is a system that is successful, the Bomare, and ' 
it is under the so-called single management concept system. Yet 
in a future contract, after this system, which was initiated in 1953, 
has come to fruition, then all of a sudden, in the second generation 
of ICBM’s and the Minuteman, the concept of the single manage- | 
ment is abandoned. 

Mr. Sxeen. No, it isnot abandoned, Mr. Hébert. 

I tried to bring out, sir, that we have the control over these particu- 
lar contractors insofar as anything that affects the integration of the 
system. We can tell them exactly what to do and have that responsi- 
bility and authority. 

Mr. Hésert. Do they have to do it? 

Mr. Sxeen. They certainly do, yes, sir. 

Mr. Héserr. Then you are over your associates. 

Mr. Skeen. With respect to the integration of their subsystems into 
the overall system; yes. | 
‘ = Hésert. In other words, this is a team and you are the quarter- 

ack ? 
Mr. Skeen. That isa fair analysis of it. 
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Mr. Wood is going to bring out some of his subsystems, a few of 
them, that Boeing does not have responsibility for, in a moment, too. 

Mr. Hésert. In the Bomarc system ? 

Mr. SKEEN. Yes, sir. ' 

Mr. Woop. In fact, I think this might be a very pertinent place to 
bring this up. } 

Mr. Gavin. Before you go on there. At any time do you ever have 
the Department of the Air Force come in and make certain recom- 
mendations or suggestions, or do you still have the authority to pro- 
ceed to bring it to operational perfection, without any interference 
from the Air Force? 

Mr. SKEEN. Well, Mr. Gavin, on this matter of interference here: 
I think it should best be said it is cooperation, because we both are 
working toward getting it together. There is no interference. It is 
a buyer and a seller trying to get-—— 

Mr. Gavin. The point I am trying to make: In the past we have had 
interference, which brought about dilatory tactics and held back the 

roduction of these weapons. The point I am trying to arrive at is 
whether or not on the part of the Department of the Air Force, when 
you develop a technique and system, somebody comes in and causes 
several months delay before you reach the conclusion on some particu- 
lar item that they may be protesting about. 

Mr. SKEEN. I wundensiinld your point. 

Mr. Gavin. What are we doing about leadtime, to get them into 
production? That is the point I am trying to make. 

There are times—we heard in the past—where contractors had to 
come back to Washington and they were held up here for 2 or 3 months. 
You couldn’t proceed to perfect your technique until you got the word 
back from Washington, or the Pentagon, as to whether or not you 
could proceed. That is what I am trying to find out. 

Is there any way in this system you are talking about now where 
anybody moves in to make suggestions after you have developed your 
technique, to change it or hold it up? I am talking about time lost 
by this interference or dilatory tactics on some particular branch of 
defense, that is holding you back. 

You say you have none. 

Mr. Sxren. No. Asa matter of fact, this type—— 

Mr. Gavin. I know they cooperate. Do they cooperate quick 
enough, that is the point? 

Mr. Sxeen. Yes, sir. I think these systems are designed for that, 
to save this leadtime. 

Mr. Gavin. That is what I am interested in. 

Mr. Héverr. Continue, Mr. Wood. 

Mr. Woop. Mr. Chairman, I have these charts here, the ones dis- 
played here—and they are in the back of the printed testimony. I 
think this one illustrates the point that you wish to have made at this 
point. 

As you notice we show below three or more tiers of subcontractors, 
who are properly classed as subcontractors. Up in the upper left- 
hand corner you see two other ones. I wish to talk about the ramjet 
contract. 

Now, the history of the ramjet engine on Bomarc is at the time the 
weapons system was being developed there were only a few companies 
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in the country that had any extensive experience with ramjets. Boe- 
ing was one of these companies. Wright Aeronautical was another, 
Pratt & Whitney had some experience with them. Marquardt Air- 
craft had experience with ramjet engines. 

We had about as extensive experence as anyone in the field. Upon 
consulting with the Air Force and determining the qualifications, it 
was decided that Marquardt Aircraft should have this job. The com- 
petition worked out as to capabilities. It wasn’t possible to bid it. 

We managed this as a subcontract for a number of years, and this 
illustrates the point that I think should be brought out in these 
hearings. 

We, therefore, as I pointed out, had competent technical people to 
monitor this thing Lat we had people in the Marquardt plant assist- 
ing in the development of this engine. 

When the engine came along to a stage that it was in operation, 
was doing a good job for us, it was changed by the Government over 
to a Government procurement. The contracts then were prime con- 
tracts, direct to Marquardt Aircraft, and the engines are now sup- 
plied to us as Government furnished. 

Mr. Héserr. That is in the Bomarc? 

Mr. Woop. On the Bomarc program. 

Mr. Hésert. So the ground rules were changed. 

Mr. Hess. The changed the rules of the game. 

Mr. Gavin. Yes. That is exactly what I am talking about. 

Mr. Woop. What I am trying to point out here—there is flexibility 
in all of these—— 

Mr. Hésert. Still the ground rules were changed ? 

Mr. Woop. We still specify, however, sir, the requirements for the 
ramjet engine. 

r. Gavin. Let me ask you this: Do you think you could have 
secured the same results as the Department of the Air Force without 
the Air Force interfering with you? You had the prime contract 
and you were charged with the responsibility of producing this 
weapon. 

Now, I presume it is the Air Force; is it? 

Mr. Woop. Yes, sir. 

Mr. Gavin. They come along and say, “We are going to handle the 
engine part of this now; you are out of this. We will do the contrac- 
tual arrangements for the engine.” 

That again breaks up your technique, because you try to perfect a 
weapon here. If they are going to handle the engine, which is a very 
important component part of this weapon, then you are not handling 
it all. You are going to wait until you get the engines before you can 
go and assemble the job. That is what we are trying to find out. 

Mr. Woon. Yes, sir. However, the Air Force has another reason 
that I haven’t yet brought out, and that is at this stage they find this 
engine not only useful on Bomarc, but they anticipate it is going to 
be useful on some other weapons system. They can’t have three or 
four of us prime contractors—— 

Mr. Gavin. Yes, but you are bringing about confusion and conflic- 
tion that has broken down our leadtime. 

They may have this engine for something else. That may be. 

Mr. Woop. Yes, sir. 

Mr. Gavin. You have a prime contract. 
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Mr. Woop. Yes, sir. 

Mr. Gavin. You are selling us this idea this weapons system is a 
technique we should follow. We are trying to find out whether after 
you get the prime contract, you can complete the weapon to its very 
conclusion without any interference from the Air Force. 

Now, you come along with an important weapon and tell us they 
are going to handle the contract for the engines. So your weapons 
system is shot there? 

Mr. Woop. Yes, sir. But they continue to deliver to us engines 
which meet the specification that we lay down and which, in general, 
have the configuration that we helped develop. 

Now, the Government does this for the reason that by combining 
orders to this company, whatever it may be—in this case Marquardt— 
they get better prices on engines by combining orders with the require- 
ments for other weapons systems. 

Mr. Gavin. Mr. Chairman. 

Mr. Hépert. All right, Mr. Gavin. 

Mr. Gavin. Now, you have your weapon perfected. Your engine 
determined upon. And suddenly the Air Force comes in and says, 
“Now, we will take this contract on engines away from you because 
we feel that we might be able to use this piece of equipment in other 
weapons.” 

But the other weapon may not be developed to a point yet where 
they can integrate the whole job. And it may be months and months 
before they get around to using the other weapon, or developing the 
other weapon, to use this particular engine. And they didn’t want 
to place any contract with this company because in your contract you 
might use 100, but they say, “We may use 100 in this other job we are 
working on. So before we let the contract on that engine, we want to 
wait until we come along on this other and perfect this other particu- 
lar weapon.” And it may take 6 months or a year before they get 
around to developing the other weapon to use the engine. And they 
don’t want to place any contracts because they want a lower price and 
a larger quantity. 

Are you held up in the interim in getting this engine? You wonder 
when they are going to let the contract. Suppose you are ready for 
the installations of the engines, but you can’t install them because 
you haven’t got them and you don’t know when the Air Force is going 
to have this particular outfit to deliver them to you. 

Mr. Woop. We have not had that problem, sir. 

Mr. Gavin. It is possible, though, isn’t it? 

Mr. Woop. Theoretically, yes, but it has not developed. 

Mr. Hérert. Now, in conection with the ramjet engine. Did you 
select the Marquardt Co. or did the Air Force select them ? 

Mr. Woop. My recollection on that—this was one of the early 
things—I am quite sure that Boeing selected this and simply went to 
the Air force for confirmation of our selection. They were satisfied. 

Mr. Hépert. Were the ramjets in production by Marquardt when 
the Air Force stepped in and took over? 

Mr. Woop. Yes, sir. 

Mr. Héiperr. They were in production already. 

Mr. Woop. Depending on the definition of “production.” A great 
number of them had been made. Quite a few of them had been flown 
ina test vehicle. 
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Mr. Héserr. It was in operation ? 

Mr. Woop. Yes, sir. 

Mr. Hépert. It was operational at that time? 

Mr. Woop. Yes, sir. 

Mr. Hénerr. Then the Air Force stepped in and said, “Now, we 
will take charge of this particular one” ? 

Mr. Woop. That is right. 

Mr. Hésverr. I can’t understand—if the Air Force could use it in 
other fields, why did they have to absolutely take over, instead of 
merely cooperating with Boeing in its production and keep Boein 
in the responsible position? Because if this engine had not develouat 
as it did develop, you could have had a setback in the production of 
Bomarc. 

Mr. Woop. Yes, sir. 

However, as I pointed out, the Government continued to deliver 
engines to us, which were in accordance with the specifications which 
we go 

Mr. Héserr. They continued to deliver the same engine—that you 
say is operational ? 

Mr. Woop. That is right. 

Mr. Héserr. They merely took over the contract business with them. 
That is what they did. 

Mr. Woop. And since that time they have caused the engine to be 
improved at our request by negotiating revised specifications with 
Marquardt. 

Mr. Hésert. It is an example. You are charged with the respon- 
sibility and then the Government steps in, and there is a gap. 

Mr. Gavin. And if the weapon didn’t develop to perkgctital you 
would have an out, too. You would say, “You came in here and took 
away from us this contract on the engines. If it doesn’t operate 
satisfactorily, well—we were charged, but you did change the rules 
in the middle of the development of the weapon. Therefore, we can’t 
be held responsible for it.” 

Mr. Woop. Theoretically we could take that position, but practi- 
cally we desire to deliver weapons and the Air Force desires to re- 
ceive weapons. So from the practical standpoint 

Mr. Gavin. Yes, but Boeing has a reputation for doing a good job. 
You are not going to take any responsibility for any particular part 
of that weapon that doesn’t function satisfactorily, iP the Department 
of the Air Force had taken the contract away from you and let it 
to another subcontractor. 

What I am trying to get at: If you have the prime contract, that is 
your job. You are responsible for every item that goes into it and to 
see that it is developed and perfected. But if the other branches of 
Defense come in and take this part away from you and take that part 
away from you, then this system of coordination of all facilities and 
individuals cooperating together—I don’t see where you have a 
weapons system. At least—that is your opinion, Mr. Chairman? 

Mr. Hésert. All right, Mr. Wood, continue, please. 

Mr. Woop. We have had not great amount of trouble along that line. 

I might point out, Mr. Gavin, that actually the situation over the 
years has been much greater than that. I mean we have had many 
contracts in which a large part of the equipment was delivered to us by 
the Air Force, such as the engines for B-52 and all. It has always 
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been recognized as the job of a weapons system manager, to success- 

fully negotiate any differences in specification or in compatibilities. 

That is in essence of what you are getting your job for, because you 

have the ability to wrok out these diflerences of opinions between com- 
nies. 

Vr. Hésertr. That is exactly what we are trying to find out. Until 
these hearings began, we understood that a new system of manage- 
ment had been developed. It was to eliminate the pitfalls of the old 
system whereby several manufacturers or several contractors brought 
incertain pieces of the end product. 

And our understanding when the hearings began was that a new 
system had been developed of a single management system concept. 

ut as we progress and hear testimony, we find out that that really 
does not exist. 

Mr. Woop. I think, sir, that it is really an evolutionary, rather than 
a revolutionary change, and that the name—applying the name of 
weapons system management to it may make it seem more dramatic. 

Actually in time past the Government used to supply practically all 
of the equipment for airplanes. You still had the problem of putting 
the thing together. It was back, oh, I think in the 1945 period or 
something where the Air Force began to enunciate this problem, that 


_ the fellow that puts out the end product has a responsibility for seein 





that the end product works and for going back to the Air Force an 
tothe component manufacturers to see that it does. This then 

Mr. Hésert. That is the prayer and the hope. 

Mr. Woop. Yes. 

Mr. Héserr. But then we find out along the route that the Air Force 
does not allow the prime to continue on that concept, or that precept, 
but comes in and interferes along the way. 

That is the problem that we are confronted with. That is our job. 
And we are trying to find out how much does it cost. Is it more costly 





| or less costly ? 


We are interested in the dollar. 

Mr. Gavin. And in the leadtime. 

Mr. Hépserr. The time and the dollar. 

Mr. Hess. I would imagine, Mr. Wood, there aren’t two contracts 
alike in detail are there ? 

Mr. Woop. Oh, I think that is quite true, yes. I imagine every con- 
tract differs because of some circumstances. 

Mr. Hess. I would imagine that the Air Force or the contracting 
party, the Government, would reserve to itself the right to select cer- 
tain subcontractors or certain material men, or something of the kind, 
and they could write that in their contract. 

Mr. Woop. They ordinarily retain the right to approve. They don’t 
ordinarily ask that they select, I don’t believe—do they, Mr. Dobbins? 

Mr. Dossins. No. 

Mr. Woop. Maybe I shouldn’t have said subcontractors. But in 
the case of the Minuteman, for example, they selected these two 
associates, 

Mr. Skeen. That is correct. 

Mr. Woop. Correct. 

Mr. Dossins. That is correct. 

Mr. Hépert. Well, in the case of the ramjet engine, there is an 
example. 
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Now, you are charged with the responsibility, again for the enq ; W® 
roduct, and the cost of the end product. | yoo 
Mr. Woop. Yes. eng’ 
Mr. Hénerr. Yet the Government takes away from you one of the 
most important factors. And as pay the bills and you don’t know the 
whether that is the most economical procedure or not. M 
Mr. Woop. We are not held responsible, of course, for the cost of thet 


things that the Government procures. no 
Mr. Gavin. There you are. end 
we procure. par 
Mr. Héeert. That is it. We are trying to put everything in the M 
same bucket. N 
Mr. Gavin. The Government may invest several hundreds of mil- J 
lions of dollars in the perfection of a weapon. If it isn’t perfected, _ 


Mr. Woop. We are responsible for the costs on those things which 
you got the prime contract. But if the Department of the Air Force I 
tells you that you put certain component parts into this weapon and 
it doesn’t function perfectly or correctly, why, you are not responsible, 

I don’t suppose you would assume the responsibility for it. 


Mr. Woop. As I pointed out before, we haven’t experienced this tho 
trouble. We have always been able to resolve any of these difficul- u 
ties that come up. 

Mr. Gavin. Well, it gets away from the basic fact that you are not : M 
the prime contractor. You might be the prime contractor in name, th 
but the Government is still going to tell you what particular items you a 
are going to put into the job. So you are still not charged with the _ 
responsibility of perfecting. M 


You are not, in the final analysis, after the Government gets through 
with you—in recommending a ramjet engine. I don’t know whether |}, 
you would have selected a ramjet engine for the job, you might have M 
or you might not have. But you are still not the overall developer | 





in it; the Air Force is in it, too. re 
Mr. Héerr. Allright, Mr. Wood. 
Mr. Woop. I think the point, Mr. Gavin, simply is the Air Force is The 
still the customer in the final analysis. I mean we are doing work M 
under contract for the customer. So obviously to some degree they M 


have the last word. We could hardly expect to get to the point from M 
which we would dictate to the Government. 


Mr. Gavin. That is the argument I brought out before. thei 
When it comes to a question of whether it is the right item or not, I: 
do you have the final say or does the Government tell you what you yi 
shall do in placing that particular item in the weapon ? feos 
Mr. Woop. Well, in practice we have had no problem with arbitrary | y 
decisions about detailed decisions. wou 


Mr. Gavin. But all the way along, even though they may inspect s.4. 
; . 5 ‘Roney, ject: 

and watch the job very carefully, they are in there to a point that they 
will make any changes they want to make any time they want to ypa 


make them, whether you like to make them or not. whe 
Mr. Woop. Yes, sir. or iz 
Mr. Gavry. And may I call to your attention that requires moreof | 
an engineering force. The Air Force has to keep engineering forces | But 
in being to carry on the program in cooperating with you. You co | M 


ordinate it, it is true; but there are two groups working on the same 
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weapon, would you say? Because if they developed the engine and 
ou are developing the weapon and they come up and give you the 
engine, they must have been developing it along with you. While you 
are eersloping it, they are developing it. So you have two costs in 

e whole job. 
ac Lal Mr. Skeen may want to answer the question as a hypo- 
thetical question, but as a basic one. Which would be the most eco- 
nomical system in production, to have one man responsible for the 
end product, one contractor responsible for the end product, as com- 

ared to having contractors supplying certain elements of the project? 

Mr. Skeen, you are the auditor. You are the man with the figures. 

Mr. Sxeen. Yes; I used to be, sir. 

I think we have tried to outline here today, Mr. Hébert, that we 
have the responsibility. There are several ways to get to the post 
ofice efficiently. In the case of the ICBM program, this is designed 
to save time. 

Iam emphasizing how this procedure does save time. True enough, 
there are associate contractors, but we have the responsibility and the 
authority to control those associate contractors insofar as anything is 
needed to do, to have them supply a system that is harmonious with 
the total system. 

Mr. Héserr. All right. “Economically,” I asked you. Which is 
the most economical system ? 

Mr. Sxxen. I think there is no way of telling, sir. It would be 
theoretical either way. It can be accomplished just as efficiently the 
way that it is being done as it can be by the Boeing Co. taking over 
the associate contractors. 

Mr. Heéssrtr. But if you don’t have any opportunity to examine the 
cost of these items from subs, who are supplied to you, how do you 
know as to whether it is more economical or not? 

Mr. Skeen. Well, they are subject, sir, to the same type of yaaa 
procedures that we would employ. It is just done by the Govern- 
ment, is all. 

Mr. Hésert. We don’t have too much confidence in that procedure. 
That is why I am asking you. 

Mr. Gavin. Let me ask a question, Mr. Chairman. 

Mr. Hézerr. Yes. 

Mr. Gavin. Supposing the Air Force outlines to you a particular 
weapon that they want designed and developed and you know what 
their objective is. 

Is Boeing capable of taking that job and moving in and developing 
it right to the time of going into production, without any interference 
from the Air Force? 

Now, you say they selected ramjets. We didn’t know what you 
would have selected. But, nevertheless, you do know what their ob- 
jective is. 

Can you do the job without the Air Force coming in and telling you 
what to do here and what to do there? And which would be the best, 
whether you had it all to yourself and charged with the responsibility 
or in cooperation with the Air Force? Which is the best? 

Mr, Sxren. I think the Boeing Co., first of all, could do it that way. 
But I do think it is important that the customer be in along the line. 

Mr. Gavin. He dhoull be in along the line. 
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Mr. Sxeen. Certainly. 

Mr. Gavin. To watch what is going on. But when it comes to tel]- 
ing you what kind of an engine you are going to put in, that isa pretty 
important question, isn’t it ? 

Mr. Sxeen. Well, it is an important question. 

Mr. Gavin. Yes. 

Mr. Sxeen. And the Boeing Co. did select this engine. 

Mr. Gavin. I thought the Air Force recommended this because of 
the fact that they could use sizable quantities and other pieces of 
equipment, and therefore that was the one that they wanted? Yoy 
didn’t tell us. At least, I don’t recall your telling us that you selected 
the ramjet engine. 

Mr. Sxeen. Remember, initially we did. Then they took over, 
I think it is an economic fact that combining quantities for pro- 
curement, since they are used on multiple programs—there is nothing 
strange about that. 

Mr. Gavin. You developed the ramjet. It wasn’tcleartome. You 
didn’t bring that out. At least, I didn’t understand it. 

Mr. Hésert. Mr. Dobbins? 

Mr. Dopstns. Mr. Gavin, I would like to point out on this ramjet 
engine, even though the Air Force is contracting for them, the Mar- 
quardt Co. still supplies an engine which meets Boeing’s specifica- 
tions; that is, Boeing’s requirements. 

Mr. Gavin. Well, I misunderstood. I thought the Department of 
the Air Force had gotten in on the ramjet and they recommended it to 
you. Itisall right. 

Mr. Hésert. They took over. 

Mr. Gavin. Yes. 

Mr. Hésert. All right, Mr. Wood, or Mr. Dobbins? 

Mr. Courrney. Mr. Wood, you want to continue? 

Mr. Woop. At your pleasure. 

Mr. Heéserr. All right. 

Mr. Dobbins, you have a statement ? 

Mr. Woop. I had pretty well completed. 

Mr. Héserr. Suppose you give us your statement, Mr. Dobbins? 

Mr. Courrney. Would you like to do the same thing as the other 
gentleman? Have your full statement in the record and then high- 
light it. 

Mr. Dossrns. With your permission. Mr. Courtney has a copy of 
my statement. I would like to enter that in the record and just cover 
some of the highlights. 

Mr. Héverr. Fine. 

(The statement of Mr. Dobbins is as follows:) 


STATEMENT OF FRANK L. Dospsins, DIRECTOR OF MATERIEL, BOEING AIRPLANE C0, 


Gentlemen, for many years the Boeing Airplane Co. has subcontracted a sub- 
stantial portion of our end product. Not only have we subcontracted small bits 
and pieces but have subcontracted the larger and more complex body sections, 
systems, and subsystems. To manage a subcontracting program of the size that 
we have, we have had to develop a system of procedures and controls to insure 
the ontime delivery of quality articles at the least possible cost which are the 
end products of good procurement. 

We have learned that we cannot simply enter into a subcontract and then sit 
back and wait for our subcontractor to deliver. Good procurement must begin 
with the initial selection of bidders and must continue until the last item 
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qoder the subcontract has been accepted. Procurement actually has its be 
ning when in the outset of a new program we determine the overall sub- 
contract structure and have it approved by the Government. 

The next step is to select bidders who, from our knowledge, are qualified to 
submit a quotation on the items to be subcontracted. In determining of a sup- 
plier is qualified, we consider his technical know-how, production, and manage- 
ment capabilities, financial status, geographical location, small business classi- 
fication, and whether he is in a labor surplus area. If a company has asked us 
for an opportunity to participate in our subcontracting programs and we do 
not have sufficient information on hand to determine its capability, we make a 
physical survey prior to the time of the invitation to bid. In making our 
determination and survey, we utilize trained personnel in fields of engineering, 
urchasing, industrial engineering, manufacturing, quality control, and cost 

ounting. 

“When the list of potential suppliers on a given item has been selected, identical 
requests for quotations are prepared and forwarded to each supplier. In lieu 
of mailing the quotation requests, if the procurement involves large sections, 
systems or Subsystems or highly complex items, we will invite the potential sup- 
pliers to a “bidders’ conference,” where we will outline the statement of work, 
the proposed type of contract, and the type of progress reporting that is required 
and any other data which will assist them in making an intelligent proposal. 
After the “bidders’ conference,” those who still signify their desire to make a 
proposal are then given or mailed a request for quotation. The request for 
quotation will include the statement of work, the terms and conditions and 
documents covering the control reports on planning, progress, and costs which 
will be required of them. 

When the quotations return they are analyzed on the basis of their utilization 
of new ideas, reliability of the technical design, experience of the supplier, 
assignment of personnel, manufacturing areas to be utilized, cost consideration, 
schedule and plan for executing of the production of the article, and the accept- 
ance or modifications to the proposed contract with its terms and conditions. 
Again, in reviewing each proposal, we utilize the experience and training of 
personnel from engineering, manufacturing, quality control, cost accounting, 
yalue analysis, industrial engineering, legal and purchasing. In the matter of 
price we often will estimate what we think it would cost to do the work and 
use this as one basis in evaluating the reasonableness of the supplier’s price. 

In determining the type of contract to use, we consider factors similar to 
those set forth in the armed services procurement regulations. Wherever pos- 
sible, we prefer to obtain a fixed-price contract ; however, there are cases when 
this is not possible or practicable because the design of an article is not finalized 
or no production experience has been gained. In those cases, we utilize the type 
of contract which will allow us the greatest control over cost consistent with 
the nature of the work to be performed. 

After the source has been selected by Boeing in accordance with our prime 
contract, if the order is over $100,000 or is CPFF, or provides for the fabrica- 
tion, purchase, rental, installation, or other acquisition of any item of indus- 
trial facilities, or of special tooling having a value in excess of $1,000, or is a 
time and material or labor-hour contract, or involves research and development, 
or is for engineering services, we submit the proposed contract to the Govern- 
ment for review and approval, together with all pertinent information to sup- 
port our proposal. 

Once the Government approval is secured, the successful supplier is for- 
warded the proposal for his acceptance. 

I have in my discussion thus far covered the steps we follow in selecting 
suppliers to perform our subcontracts. Equally as important, however, are the 
controls we institute to follow the work-and-cost program of the supplier who is 
finally selected. These controls consist of progress reports, technical reports, 
and program cost status reports. We also require a report of small business 
subcontracting. 

Examples of the reports that we require are as follows: 


1. PROGRESS REPORTS 


a. Engineering item schedule and status 

This report depicts progress by item number in numerical sequence showing 
engineering advanced material release dates, Boeing scheduled drawing release 
dates, Boeing drawing release target dates, Boeing actual drawing release 
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dates, and the subcontractor’s requested release dates. It shows schedules 
flow times and status of completion. 
b. Preproduction schedule and progress 

This is intended to show the complete overall plan for piloting a program 
for design and development of equipment through successful completion of the 
first fully qualified article. 
ce. Qualification testing progress 


In this report the qualification test schedule is broken down into the main 
test classifications for components and for the complete system package, 
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d. Schedule status—jirst production set 


This is essentially a fabrication and assembly flow report. It presents 
complete plan for accomplishment of initial production phases of the program 
against which progress will be plotted chronologically. 


e. Production buildup schedule 


The two basic functions of this report are to show the schedule buildup 
or acceleration of production items and the production status of each ship-set, 


2. TECHNICAL REPORTS 
a. Program plan 
This will be used in laying out planning for the work packages defined in the 
work statement. 


b. Monthly weight report 


This report shows the following: 

1. Specification weight (weight justification per proposal). 

2. Current weight. 

3. Weight from last report. 

4. Weight change from last report (consider proposal weights as initial 
report). 

5. Substantiation of all weight changes. 

6. Overall center of gravity related to X, Y, and Z planes (carried to nearest 
0.1 inch). 

7. Descriptive drawings and sketches giving essential dimensions and location 
of the zero reference for the X, Y, and Z planes. Submit complete data with first 
report and modify when necessary. 


c. Technical progress report 


A narrative report supporting the engineering item schedule is provided to set 
forth major technical accomplishments, progress toward accomplishment of major 
milestones problem areas (including proposed solutions) and a forecast of tech- 
nical progress for the following 1-month period. In addition, this report includes 
descriptive data of the progress and results obtained in developmental testing. 
The ability to forecast potential trouble and take corrective action before a nega- 
tive effect is felt is of prime importance. 


3. PROGRAM COST STATUS REPORT 


a. Cost summary graph 


This is a graphic presentation of the program’s cost, liability, and funding 
position. 


b. Cost summary table 


This chart summarizes the current contract estimate (the total agrees with the 
purchase order price), the estimated total program cost, the current and cumula- 
tive expenditures, and the estimated expenditures for the next 3 months. 


c. Program total cost estimate 


This is used for developing and supporting the latest estimate of the total cost 
ofthe program. The estimate is compiled in two parts: 

1. Material prime costs and applicable addon’s ; 

2. Nonmaterial prime costs and their applicable addon’s (i. e., labor, overhead, 
direct charges, and applicable portion of G. & A. expense). 


) 
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d. Program phase cost—preproduction 


This is designed to present by detail element of cost the contract estimate and 
the current expenditures for each preproduction program phase. Examples of 
phases where this chart is to be used are: 

1, Engineering development phase ; 

9, Production design phase ; 

8, Test units and test ; and 

4, Special tooling and test equipment. 


4. PROGRAM PHASE COST——-PRODUCTION 


This is used to present the current and cumulative costs for the production 
phase of the program. The production phase is defined as including the end 
item articles or equipment whick result from the preproduction phases. The cost 
presentation is intended to include only the elements of recurring costs which 
would also be incurred in followon production. 


j. Work completion status 
This is used for developing the work percent done for each program phase. 


5. SMALL BUSINESS REPORTS 


We have an active small business program which requires our subcontractors 
tosubmit a quarterly report of small business subcontracting. This report shows 
usif the supplier is fulfilling his requirement to subcontract to small business the 
amount of work consistent to efficient performance of his subcontract. 

By analyzing these reports, the Boeing Airplane Co. can spot trouble areas 
in time to take corrective action. 

We also utilize the process of value analysis to reduce and control cost. Value 
analysis can best be defined as a science for the removal of unnecessary costs 
without impairing the desired functions. This process is used both in analyz- 
ing and negotiating initial and followon prices and in reducing costs during the 
performance of the contract. 

The tools for reviewing and controlling production and costs just outlined to 
you have proven very valuable to the Boeing Airplane Co. in helping us to meet 
our contract requirements and also to our subcontractors in helping them to 
become efficient, low-cost producers. 


Mr. Dosrrns. There is one thing in particular that I would like to 
repeat. It is in my statement. It is on page 3. It is the second 
paragraph, which reads: 

After the source has been selected by Boeing in accordance with our prime con- 
tract, if the order is over $100,000 or a CPFF or provides for the fabrication, pur- 
chase, rental, installation, or other acquisition of any item of industrial facilities 
or of special tooling, have a value in excess of $1,000, or is a time and material or 
a labor-hour contract or involves research and development, or is for engineering 
services, we submit the proposed contract to the Government for review and ap- 
proval, together with all pertinent information to support our proposal. 

Now, I think it was yesterday Mr. Hardy questioned the $100,000 
approval point. I would like to tell you how we arrive at the $100,000. 

n the first place, our prime contract initially specifies that such ap- 
provals will be asked of the contracting officer by Boeing if the con- 
tract or subcontract is over $25,000. 

There is provision in the regulations for the Air Force contracting 
oficer to extend that $25,000 to some upward figure if he approves 
our purchasing system, that is, if our purchasing system meets all of 
the Air Force requirements and they feel that they are safeguarded, 
that we have a system which is a proper one to safeguard all of our 
procurement actions. 
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Now, in doing so, I have a copy here of the letter which the con. 
tracting officer has issued to us under this provision, in which he says; 

1. The contractor’s purchasing system is approved. The subcontract ap- 
proval requirement is modified as hereinafter provided. 

2. The contractor shall not, without prior approval of the contracting officer, 
place any subcontract or purchase order which— 

(a) Isona cost or cost-plus-a-fixed-fee basis, or 

(b) Is on a fixed-price basis, exceeding in dollar amount either $100,000 or 
5 percent of the total estimated cost of the prime contract, or 

(c) Provides for the fabrication, purchase, rental, installation, or other ae. 
quisition of any item of industrial facilities or of special tooling having a valye 
in excess of $1,000, or 

(d@) Is ona time or labor-hour basis, or 

(e) Has not received prior approval as to source. 

3. Subcontract or purchase orders placed by the contractor under the pur. 
chasing system, approval herein granted, shall not relieve the contractor from 
any obligation or responsibility which it may have under the prime contracts, 
and such placement shall be without prejudice to any right or claim of the 
Government thereunder and shall not create any obligation of the Government to 
the subcontractors under these subcontracts or purchase orders. 

4. The contractor is advised that it is the responsibility of the Cost Analysis 
Branch, Contract Division, to make regular selective checks of all phases of the 
contractor’s purchasing system to the extent deemed necessary in compliance 
with applicable directives. The approval herein granted may be withdrawn at 
any time the contracting officer determines that the contractor’s purchasing 
system is no longer adequate to protect the interests of the Government. 


I simply wanted to make clear here that the contracting officer and 
the Government price inspectors have audited our purchasing system, 
and this is why they have granted us this extension, to $100,000. 

Mr. Héserr. We were just interested in the factual facts. 

Mr. Dossrns. Right. 

Mr. Héserr. Not with any implications. 

Mr. Dosprns. I understand, yes. 

Mr. Héserr. We can easily realize—what Mr. Hardy attempted to 
point out the other day was that with a $100,000 contract to a sub, 
that contractor could have 10 $100,000 contracts from different 
contractors. 

Mr. Dopsrns. I understand that. 

Mr. Heépert. And not necessarily from one prime. 

Mr. Doserns. Right. 

Mr. Heserr. In that area where there is no close supervision or 
close scrutiny there could be the possibility—I won’t say padding, 
but I will say inaccurate figures sometimes. 

Mr. Dopprns. Yes. 

Mr. Héserr. And nobody would catch up with them. That is the 
area that we have to explore ourselves, as to the possibilities of what 
could happen. 

Mr. Dopsrtns. Yes. 

Well, Mr. Hébert, the Air Force constantly is making spot checks 
of the operation of the system they have approved to see whether or 
not, in fact, following our own procedures which the Government 
believes does protect the Government’s interests. 

Mr. Heésert. And I should have to comment there that the General 
Accounting Office is constantly finding great areas where there has 
been a waste of money. 

Mr. Doserns. I understand they do. 

In view of the total dollar amount involved, at least in our case, ' 
I don’t think there have been too many errors. 
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Mr. Héserr. I could grant that. But if I was an individual in a 
$100 million contract and I could pick up $100,000, it wouldn’t amount 
to much percentagewise, but I would sure be richly enhanced with 
$100,000. ; 

That is the area we are trying to look into. 

Did you have a question, Mr. Courtney ? 

Mr. Courtney. Are you through, Mr. Dobbins? 

Mr. Doserns. With that item; unless you have another question. 

Mr. Courtney. I have a few questions, Mr, Dobbins, on the record, 
to deal with the systems that are operating in the Minuteman pur- 
chasing arrangements, and the Bomare system. 

Now, do we understand that Boeing, as the systems manager, has 
the selection of the subs? 

Mr. Dospins. Yes, sir. 

Mr. Courrney. And that is your responsibility, both as to capa- 
bility and as to price? 

Mr. Dosesrns. That is right. 

Mr. Courtney. And does Boeing select the type of contract which 
will be awarded to the subs in each instance ? 

Mr. Dopstns. Yes; we do. 

Mr. Courtney. And they may vary over the categories of contracts 
that are contained in the procurement regulations ¢ 

Mr. Dosstns. That is right. 

Mr. Courtney. Some eight in number? 

Mr. Dossrns. That is right. 

Mr. Courtney. Depending upon your selection ? 

(Mr. Dobbins sein} 

Mr. Courtney. Now, do you have the authority to examine the 
books and the invoices of your subcontractors ? 

Mr. Dosprns. Yes, sir, we do. 

Mr. Courtney. You reserve that as a matter of contract right? 

Mr. Dopsrns. Yes, sir. 

Mr. Courtney. So that you assume, then, the full responsibility 
for the prices which are proposed ? 

Mr. Dossrns. That is right. 

Mr. Courtney. Having the right to audit and inspect, to verify 

rices ? 
F Mr. Dossrns. That is correct. 

Mr. Courtney. And is this done at the negotiating table or during 
negotiations ? 

Mr. Dossrns. You mean do we acquire this right ? 

Mr. Courtney. Yes, sir. 

Mr. Dosprys. Yes, sir, it is a part of our contract with the sub- 
contractor. 

Mr. Courtney. Part of your contract. 

Now, item No. 4, which you have just discussed here, namely, the 
reservation of the responsibilty of the Cost Analysis Branch, Contract 
Division, to make selective checks refers only to checks made into 
Boeing’s procurement ? 

Mr. Dossrns. That is correct. 

Mr. Courtney. Purchasing practices; isn’t that right? 

Mr. Dossins. That is right. 

Mr. Courrney. It does not go into the subcontracting, does it? 

Mr. Dozsrns. No, sir, not that particular one. 
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Mr. Courtney. Not that particular one? 

Mr. Dossrns. That is right. 

Mr. Courtney. But does the Government also reserve the right to 
inspect the invoices and examine the books of Boeing’s subcontractors¢ 

Mr. Doserns. Yes, sir. 

I would like to, if I may, Mr. Courtney—I have another exhibit 
that I would like to put in the record, which outlines in detail what 
it is. 

Mr. Courtney. Mr. Chairman, without asking the question, may 
that be included in the record ? 

Mr. Hésert. Include it in the record. 

Mr. Courtney. As though spoken. 

Mr. Dossrns. I can read it. It is quite short. If you wish. 

Mr. Héserr. Read it. 

Mr. Dosstns. These—exhibit 2 covers audit provisions. This 
covers the audit provisions that we insert in our subcontracts, 

Now, I am not going to cover every type of contract. I am going 
to cover just a few of them. 

However, the statement is this: 


It is Boeing policy to acquire right of audit for itself and the Government, 
The clauses contained in our terms and conditions for acquiring this right 
are as follows 


Mr. Hésert. This is applicable to subs? 
Mr. Dogzrns. Applicable to subs, that is right. 


1. CPFF contracts. At any time or times prior to final payment under this 
order, buyer or the contracting officer may have the invoices and statements of 
costs audited. The seller agrees to make available at the office of the seller 
at all reasonable times during the period from the date of this order to the 
expiration of the period set forth in subparagraph d., below, any of the records 
for inspection, audit, or reproduction by any authorized representative of buyer, 
the Department of Defense or the Comptroller General. 

2. Fixed-price redeterminable contract. Buyer shall have the right to make 
reasonable examinations and audits of seller’s books, records and accounts, 
in connection with the above matters. Seller’s books and records in its plant 
or such parts thereof as may be engaged in the performance of this order 
shall at all reasonable times be subject to inspection and audit by any auv- 
thorized representative of the Department of Defense. Seller agrees that the 
Comptroller General of the United States or any of his duly authorized rep- 
resentatives shall, until the expiration of 3 years after final payment of his order, 
have access to and the right to examine any directly pertinent books, docu- 
ments, papers and reeords of seller, involving transactions related to this order. 
The provisions hereof are inapplicable to any order not exceeding $1,000. 

The above clauses are all ASPR clauses—Armed Services Procurement Regu- 
lation clauses. 

Where sellers refuse to allow Boeing the right of audit, we try to negotiate 
the following clause, which gives the right of audit of direct costs: 

The subcontractor agrees to make available at the office of the subcontractor 
at all reasonable times during the period from the date of this subcontract 
to the expiration of the period set forth in subparagraph d., below, any of the 
records for inspection, audit, or reproduction by any authorized representative 
of the Department of Defense or the Comptroller General. 

The subcontractor also agrees to make available to Boeing, for review by 
Boeing at the office of the subcontractor, at all reasonable times during the 
period from the date of this subcontract, to the expiration of the period set forth 
in subparagraph d., below, such of the records as pertain to direct costs reim- 





bursable under this subcontract, to the extent that such records do not. reveal | 


information considered confidential by the subcontractor. 
Paragraph d., referred to above, specifies that records shall be retained for 6 
years unless a longer period is specified in the contract. 
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Now, under these provisions in our subcontracts, we conduct audits. 

I would like to mention, too, during the 10-year period, approxi- 
mately 10 years, from 1949 until March 31 of this year, under a redeter- 
mination, we have audited subcontracts in the amount of approxi- 
mately $1 billion—slightly over $1 billion. And on those, we have 
reduced prices approximately 714 percent, or about $76 million. 

J just want to illustrate how we carry out these audit provisions. 

Mr. Héperr. Well, I will say to you there: This has been one of 
the best contributions to the hearings that we havehadnow. __ 

For your information, and to point out in the record at this point, 
the previous two contractors—North American and Lockheed—do 
not have such provisions, and even defend their position of not having 
the right to audit a sub’s books. 

Now, this system that you have outlined here is a desirable one. 
And, as you indicated, on $1 billion, you picked up $76 million. 

Mr. Dossrns. That is right. 

Mr. Hézert. Which is a sizable sum of money. Yet, in the other 
contracts, as has been explained to us, and the clauses have been read, 
it specifically says that only the Government shall have the right to 
audit the sub’s books. So you now bring right into focus exactly what 
weare trying to find out about procedures. 

Mr. Gavin. When was this clause adopted? Recently? Or has 
that been in effect 

Mr. Dossins. Ten years. 

Mr. Héperr. Ten years. 

Mr. Dosstns. We have been doing this for many years, Mr. Gavin. 
As a matter of fact, I would like to point out that probably we at 
Boeing have had more experience over the years in subcontracting 
large subsystems and sections of big aircraft, and we found that this 
was something that was desirable to do. That is why we have done it. 

Mr. Hépert. Tell me this: Boeing is a subcontractor 

Mr. Sxeen. The B-70 wing. 

Mr. Hézerr. On the B-70 wing? 

Mr. Doperns. Yes, sir. 

Mr. Hézert. Would Boeing object to the prime coming in to audit 
Boeing’s books on the production of that wing ¢ 

Mr. Dossrns. I believe that there are provisions for them to do that. 

Mr. H&épnertr. No, there are not. Not according to the testimony 
given to us. 

Mr. Skeen. To answer your question, we would not and will not 
object. 

Mr. Donsrns. No. 

Mr. Hézerr. That is a very frank and open answer. 

Mr. Gavin. It wouldn’t do any good for you to object. 

Mr. Héserr. Because Boeing was cited as an example by North 
American, by saying, “What would Boeing say if we walked in and 
wanted to audit their books?” 

Now, we have the consent of Boeing. As a matter of fact, it is 
the practice of Boeing to defend that certain privilege. Which is a 
very, Very important area. 

Mr. Dossrns. We think this is right and proper, that it should be 








done. 


Mr. Héperr. Good. I am glad to hear you say that. 
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Mr. Gavin. You believe that North American does have the right 
to come in and audit, if they so desire ? 

Mr. Skeen. Mr. Gavin, I am not directly connected. I am speaki 
from my former job as controller of the company. I still cr 
can say the policy of the company in this regard 1s that both the parties 
entered into a contract causing a redetermination of a certain portion, 
So there must be an agreement as to what the costs were. I see no 
other way to get it done than the two parties to have full accegs to 
the books. 

Mr. Héserr. That was our position. 

Mr. Sxeen. Asa general statement. 

Mr. Gavin. That is right. 

Mr. Dossins. Mr. Hebert—could I add one thing more? 

Mr. Hépert. Yes, certainly. 

Mr. Dosstns. I believe—now, I have only gone over some of the 
previous testimony. I believe if you would investigate this further 
that you would find that there is some misunderstanding. I think that 
those people will probably do, in one way or another, either by the use 
of Air Force auditors who are stationed in subcontractors’ plants or by 
some other method, acquire audit knowledge that they use. I am 
pretty sure of that. 

Mr. Courtney. Well, the question wasn’t directed to that point, 
The question was dealing or had to do with the response by the con- 
tractor. 

Mr. Dogpsrns. Yes. 

Mr. Courrney. As the prime contractor, and with his authority to 
discharge that responsibility. 

Mr. Dosgins. Yes. 

Mr. Courtney. In all fields, including the pricing of the subcontract, 

Mr. Dosstns. I honestly believe—of course, I am no expert in their 
business. But I am pretty sure that they must have this right at least 
in many cases and probably use it. 

Mr. Hésert. They read the clause, which reserved the right to the 
Government. Now a specific question: Has North American ever at- 
tempted to audit the books of Boeing on the B-70? 

Mr. Dossrns. Well, Mr. Hébert, I am sure they will. But we are 
just starting on that subcontract, so there is nothing to audit yet. 

Mr. Héserr. So you can’t ? 

Mr. Dosgsins. No. But I am quite sure this clause will be included 
in our contract with North American. 

Mr. Courtney. Now the direct costs of which you spoke, Mr. 
Dobbins, will be everything except general administration and over- 
head, would it not? Or substantially everything ? 

Mr. Doppins. Yes. 

Mr. Gavin. Have there ever been any prime contractors, where you 
have had a subcontract, that have come in to examine and audit your 
books on any particular of the job you might have had? 

Mr. Dosptins. None that I know of. 

Mr. SkeEen. Well, we have not been a major sub business. 

Mr. Héperr. Not been in the sub business. 

Mr. SKreen. Forsometime, Mr. Gavin. SoI don’t think the answer 


here indicates 
Mr. Gavin. Is this the first time you have been a subcontractor? 
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Mr. Sxeen. No, not the first time. It is one of the principal first 
subcontracts we have had possibly since, oh, World War II. But we 
mention it in this hearing to point out, again, that there are three 
or four or five ways of weapons system management in programs in the 

ing Co. 
oy We recognize that. And we are trying to find out the 
right way. We know there are many ways. But we want to know 
which is the right way. And certainly this particular testimony from 
Mr. Dobbins has been very, very helpful. 

Mr. Dopprns. Yes, sir. 

Mr. Héeerr. And certainly indicates the right way. 

(Mr. Dobbins nods. ) 

Mr. Héserr. There we have two other major contractors come in 
and tell us they don’t do it and can’t do it, because they don’t doit. We 
are trying to find out where the dollars are going. 

Mr. Gavin. All these subcontractors ought to be screened very care- 
fully. 

Mr. Courrney. I had no further question, Mr. Chairman. I think 
that is adequate. 

Mr. Héperr. Have you any further statement, Mr. Dobbins? 

Mr. Dossrns. No, sir. 

Mr. Courtney. Any other statement you desire to make with refer- 
ence to your testimony—the questions that were answered which you 
might wish to change or correct or modify, or any supplements that 
you wish to make ¢ 

Mr. Doseins. No, sir. 

Mr. SKEEN. No, sir. 

Mr. Héeerr. Thank you, gentlemen, very much for your coopera- 
tion. We appreciate your attendance. 

The committee is recessed subject to call of the Chair. 

Mr. Courrney. Mr. Chairman, we intend to interpolate the 
biographical sketches in the record, with your permission. 

Mr. Héperr. Yes. 

Mr. Courtney. We didn’t repeat them because they are well known. 
Put them in the record. 

(The biographical sketches are as follows:) 


WILttIAM McPHERSON ALLEN 


William M. Allen, president of Boeing Airplane Co., is an oldtimer in a young 
industry. For 20 years before he took over in September 1945, to lead Boeing 
through its reconversion from a massive war job, he had been company counsel, 
contract expert, and ace troubleshooter. For 14 years he had been a Boeing 
director. To his new and pressing job Allen brought experience dating back to 
when the infant industry first began to grow. 

Well versed in air law from the very start of his legal career, Lawyer Allen 
had seen Boeing through organizational reconversions before. From 1926, when 
Boeing Air Transport, Inc., was organized to carry transcontinental airmail, to 
the middle thirties, when the vast United Aircraft & Transport Corp. was dis- 
solved, Boeing corporate structure was changed and remodeled frequently, and 
itwas Allen who laid the groundwork. 

Through the later thirties, when the company pioneered the 4-engine bomber 
which proved an air bulwark through both European and Pacific areas of the war, 
Allen handled contracts and financing. Then, when full-scale industrial mobili- 
zation was ordered at the start of World War II, it was Allen who drew up the 
first cost-plus-fixed-fee contract—the model upon which most wartime in- 


’ dustry-Government contracts were based. The troubled times which went with 


reconversion were not new to the new president. 
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Allen was a logical choice to fill the vacancy created by the death, on Septem. 
ber 14, 1944, of Philip G. Johnson, who as president had girded Boeing for the 
tremendous production of war. But two key members of the law firm of Ho 
Sprague & Allen were in the Armed Forces; Allen could not accept until their 
return. He was reluctant to leave his law partners; after 20 years of work 
closely with business associates, the many channels of a large corporation were 
less familiar ground. 

But while Chairman C. L. Egtvedt, who had expressed the desire to retire 
partially from his executive responsibilities after the war, held the Boeing reins 
after Johnson’s death, Egtvedt and other directors looking for a new president 
had a precedent to fall back on. Twice before in Allen’s career he had turneg 
toward Seattle and Boeing, still growing, in favor of more-established situations 
elsewhere. In 1925, at the very beginning of his professional practice, the young 
Harvard graduate Allen refused a more lucrative position in San Francisco for 
one with the Seattle tirm of Donworth, Todd, and Higgins, the Boeing counsels, 
Again in 1931, when he was offered the general counselship for United Air Lines 
in Chicago, Allen felt the West more promising. Once more, on September 5 
1945, the challenge of a community still abuilding held true. : 

No one could have stepped into a big business presidency at a more difficult 
hour. The war had been over for almost a month, and B-29 contracts had been 
cut back, but there was to be a gradual tapering-off time to establish new prod- 
ucts for a highly geared, highly competitive industry. Then on September 4— 
the evening before—the company was advised by the Army Air Forces to stop 
all work at its Wichita, Kans., plant. On Allen’s first day in office the sudden 
termination was completed for Seattle also. It was necessary on that day 
temporarily to cease operations ; 25,000 employees were informed by a reluctantly 
worded public address announcement not to report back for work. 

For the Boeing Co., which had turned completely to war production since 
1940, the time necessary for a gradual changeover to commercial aircraft was 
wiped out. For Allen, who 4 days before had celebrated his 45th birthday, 
the time he had expected to accustom himself to a new and important job and to 
soak up the technical aspects of aircraft production was turned, literally, from 
months to minutes. 

Allen, with an ability to make decisions and with 20 years of industry experi- 
ence, had an important announcement for his special staff meeting the next day, 
The Boeing company, he announced, would start construction without awaiting 
actual contracts, of 50 stratocruisers, the world’s first true postwar airplane. 

Today Allen is faced with the direction of a company which is meeting new 
and different problems, or as he prefers to call them, “challenges.” Its long his- 
tory of pioneering has seen the company develop many significant aircraft. 
None is more important to the defense of the free world than the B—47 Strato- 
jets, the B—52 Stratofortresses, the KC-135 Stratotankers and the IM-99 Bo- 
mare Pilotless Interceptor. 

The B47, a medium bomber, was produced not only in the Government- 
owned Boeing-Wichita plant, but also was built by both Douglas and Lockheed. 
The eight-jet B-52G, latest of the intercontinental heavy bomber line, is in pro- 
duction in Wichita, the KC—135 Stratotanker and the 707 and 720 commercial 
jet transports are being built at Renton, Wash. The IN-99 Bomarc is being 
produced in Seattle. 

One of the most significant orders President Allen ever gave his staff was 
in 1952 when a go-ahead was received to finance with company funds a new and 
revolutionary jet transport-tanker prototype project. The first jet transport 
in the United States, the 707 prototype made its maiden flight in July 1954. 
By April of 1958 a total of 190 of the new Boeings—long-range 707’s, the short- 
to-medium range 720 and the VC-137A—had been ordered by 16 commercial air- 
lines and the U.S. Air Force. Pan American World Airways placed the first 
of its fleet of 707’s in operation on October 26, 1958, and American Airlines and 
TWA followed early in 1959 on transcontinental routes. 

Allen was born September 1, 1900, in the orchard community of Lolo, Mont, 
the son of a retired mining engineer. He attended preparatory school in Mis- 
soula, Mont., and was graduated from Montana State University with an A.B. 
in 1922, after which he enrolled in Harvard Law School, where he received his 
L.L.B. in 1925. He came to Seattle in 1925 and joined the law firm of Don- 
worth, Todd, and Higgins, predecessor of Holman, Sprague and Allen. He re 
eeived honorary doctorates from Montana State University in 1954 and from 
Seattle University in 1957. 

He is a member of the Seattle, Washington State and American Bar Ass0- 
ciations; a member of the Business Advisory Council, U.S. Department of Com- 
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m- merce; member of the board of trustees, Committee for Economic Development ; 

he { member of the board of governors, Aircraft Industries Association of America, 

n, | ne; member of the board of directors, Pacific National Bank of Seattle; 

2 member of the National Citizens Committee, United Community Campaigns of 

ng America ; member of the board of directors, Seattle Chamber of Commerce ; and a 

re director of the Harvard Alumni Association. He is a past member of the board 
of directors, National Association of Manufacturers, and past chairman of the 

ire United States Community Campaigns of America. 

ns In 1954, he was named “Seattle First Citizen” by the Seattle Real Estate 

nt Board. In 1958 he received a citation and medallion from the National Council 

ed of Christians and Jews for his concern for the welfare of the individuals and 

ns the total community, and was named “industrialist of the year” by the Society 

ng of Industrial Realtors. 

‘or 

ls, 

1es CLYDE SKEEN 

Clyde Skeen, 42-year-old assistant general manager, systems management 

uit . office of Boeing Airplane Co., was born in Oklahoma and raised in Pittsburg, 

en Kans. He attended Kansas State College, earning a B.A. degree in business 

od administration with a major in accounting and in 1945 took a management 

— training course at Harvard Graduate School of Business Administration. 

op Skeen joined the Boeing Wichita Division in 1941 as a junior accountant. 

len Nine months later he was chief cost accountant of the Wichita Division, and 

lay 4years later he was assistant chief accountant. ! { 

tly He served as assistant secretary-treasurer, the top financial post in the 
Wichita Division, before being transferred to the Seattle Division in March 

nee of 1952 as assistant controller. He was appointed controller of the Boeing 

vas Airplane Co. in July 1953, and assistant general manager of the systems 

ay, management office in September 1958. 

il to 

‘onl 

, April 9, 1959 

pri- 

lay. Lyste Austin Woop 

ing 


Born February 23, 1904, Renville, Minn. 

lew Mr. Wood was graduated with a B.S. degree in mechanical engineering from 
his) | Montana State College in 1925 and joined the Packard Motor Car Co. in 
aft. Detroit anticipating a career as an automobile designer. However, about a 
ato- year later he moved from Detroit to Seattle, Wash., to join the Boeing Air- 
Bo- plane Co. 

Initially he was occupied with design problems in connection with the 
ent. original Boeing airmail plane, a single engine bi-plane with which Boeing 
ped, entered the contract airmail field. Subsequent assignments included engi- 
pro- neering on the original Boeing trimotor biplane which was the forerunner of 
cial modern passenger airliners. He was a group engineer on the Boeing model 
sing 2447 with which United Air Lines set the pattern for modern air transporta- 

tion—high speed, all metal, low-wing monoplanes. In 1943 he became assist- 
was ant chief engineer and in 1948 became chief engineer of the Boeing Co. 
and Early in 1953 Boeing Co., wishing to add emphasis to its work in the mis- 
port sile field, designated Mr. Wood as director of pilotless aircraft. This assign- 
954, ment led to the establishment of the Pilotless Aircraft Division and to Mr. 
ort: Wood’s appointment as vice president and general manager of that division in 
air- January 1956. 
first Mr. Wood received an honorary degree of doctor of engineering from Mon- 
and | tana State College in June 1952. He is a member of Tau Beta Phi and Phi 
Kappa Phi. His present professional memberships include SAE, IAS, AOA (na- 





ont, tional director), ARS, and he is a licensed professional engineer in the State 
Mis of Washington. 

A.B. FRANK DogBINS 

1 his 


Don: In 1928, Frank Dobbins decided the aircraft industry would grow, and left 
the world of railway transportation for Boeing that year when Boeing was just 


re finishing the PW9 program. In his 30 years with Boeing, Mr. Dobbins has 
\ Seen the purchasing organization of the company grow from a handful of men 
_— toan organization of well over 2,000 in all divisions. 


Com- 
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In 1928, the materiel department was located at plant 1, where Mr. Dobbing 
did estimating, material control, and buying. When Boeing undertook the job { 
of building the Douglas DB7 airplane in 1940, Mr. Dobbins was stationed at the 
Douglas plant in Santa Monica for approximately 3 months as a representative, | WE 
Later, during the early part of the war—January of 1942, to be exact—a diyj. | 
sion was formed at Renton to build the PBB1 flying boat and Mr. Dobbins wag 
materiel manager for that division. In July 1942, the Navy canceled that cop. 
tract and Boeing then started on the B-29 program at Renton. In 1944, when 
the Seattle and Renton plants were both working on the B-29 program, the 
materiel department was again integrated at plant 2 and Mr. Dobbins became 
assistant materiel manager, a position he held until 1948 when he became 
materiel manager. Early in 1956, when the company became completely diyj- 
sionalized as it is today, Mr. Dobbins became materiel manager for the Seattle 
Division and, at the same time, directed the procurement policy for materie] 
in all divisions. In August of 1957, Mr. Dobbins was appointed director of 
materiel in the headquarters offices. 

Mr. Dobbins is a native of Seattle, Wash. He studied engineering at the uni- T 
versity of Washington, and prior to joining Boeing worked several years in 
traffic for the Northern Pacific Railway. Mr. Dobbins, his wife Doris, and y 
their two children, Frank, Jr., and Phyllis, live in Seahurst. Next to the air. ’ 
craft business, Mr. Dobbins’ main interest is his boat, the Curlew. Weekends N 
and vacations will always find him working on his boat or cruising the waters ) 
of Puget Sound and Canada, accompanied by his family and friends. Ger 


(Whereupon, at 12:12 p.m., the committee adjourned, subject to call __ tee’ 
of the Chair.) ) 
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| WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, MAY 6, 1959 


House or REPRESENTATIVES, 
ComMMITrer ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 


ni- The subcommittee met at 10 a.m., Hon. F. Edward Hébert, chair- 
in manofthe subcommittee, presiding. 

nd = Mr. Hézert. The committee will be in order. 

“ Mr. Courtney, please. it Nceet Un 

org Mr. Courtney. Mr. Chairman, we have the Convair Division of 





General Dynamics with us this morning, in response to the commit- 
ul] | tee’s invitation. 

Mr. J. V. Naish, the president of the division, is here to discuss 
with you the weapons management system and its various phases as 
it has been observed, applied, and is in use at the Convair Division 
of General Dynamics. 

Mr. Naish has a prepared statement, Mr. Chairman. Under the 
rules, may he proceed without interruption ¢ 

Mr. Heperr. I will say we are very happy to have you back, again, 
sir. The Chair is very pleased to learn before the hearing of your new 
title since your last appearance here. 

Mr. Natsu. Yes, sir. 

Mr. Hésert. Members of the committee, Mr. Naish has succeeded 
General McNarney as the head of Convair now. As you recall on his 
last appearance here, General McNarney was in the top spot and now 
youare. We are very pleased and congratulate you. 

Mr. Natsu. Thank you. 

Mr. Héserr. You may proceed without interruption. 


STATEMENT OF J. V. NAISH, PRESIDENT, CONVAIR DIVISION, 
GENERAL DYNAMICS CORP. 


Mr. Natsu. My name is J. V. Naish, I am president of the Convair 
Division of General Dynamics Corp. 

First, I should like to thank the chairman and members of the sub- 
committee for again giving Convair this opportunity to participate as 
a witness from industry in these most important hearings. 

The hearings concern a subject which we of Convair consider to be 
of utmost importance to the security of the free world, for the timely 
development and effective operation of modern weapon systems is 
the price of our survival. 

I believe that we at Convair are uniquely qualified to discuss the 

_ subject of weapon system management. Our experience in building 
| military aerial weapons for all branches of the service dates from the 
period shortly after World War I. We are intimately familiar with 
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all of the methods of Government military procurement and manage. 
ment that have been evolved between the early twenties and the late 
fifties. We now participate in programs which utilize one or another 
of several modern forms of weapon system management. 

In conformance with the expressed desires of the subcommittee, 
should like to discuss first our organization structure; then, in gep- 
eral terms, the military programs in which we are engaged; ot fi- 
nally, our views on the development of modern weapon systems, jJ- 
lustrating their complexity in terms of the Atlas ICBM. 

Then I have a movie on the Atlas, and a classified 10th-scale model. 
Mr. Courtney has therefore arranged that we adjourn to his office 
in executive session for this portion of the discussion. 

Tomorrow I should like to discuss in some detail our role in the 
development and management of the Atlas weapon system. Our 
formal presentation will be conducted with a brief report on the 
civilian and military space projects which have grown out of the Atlas 
missile program. 

First, as you have requested, a brief discussion of Convair’s 
organization. 

We are a division of General Dynamics Corp., and in turn have 
five opertaing divisions of our own. Our general offices are at San 
Diego, Calif. Here are the chief executives of Convair Division (fig. 
1)—the president, executive vice president, and the senior staff 
officers. 

This is a relatively simple organizational chart, in which you will 
observe that we have the staff vice presidents, with a single direct 
line of authority, flowing from the executive vice president down to 
each of the five operating divisions, which are fundamentally auton- 
omous organizations, each completely whole and integral in their 
operations, having all departments under the surveillance of the 
vice president in charge of that division. 

So as I say, thisis a fairly clean organizational setup, with a single 
line of authority. 

Each of the Convair operating divisions—San Diego, Fort Worth, 
Astronautics, Pomona, and Daingerfield—is an operating entity with- 
in itself. Each has its own products, and is responsible, within the 
bounds of Convair policy and controls, for all Convair activity re- 
lated to those products. Each division manager reports directly to 
the executive vice president. 

Because of the interaction between science and technology, we estab- 
lished in 1954 a consulting group of noted scientists, including such 
personages as Dr. Edward Teller, Dr. Theodore von Karman, and 
Dr. Fred L. Whipple. 

We also have Dr. Charles Critchfield, director of scientific research, 
who with his staff maintains close liaison with the engineering and 
planning offices, and with each of the operating divisions, 

Historically, Convair dates from 1923. Consolidated Aircraft was 
put together from the remnants of two once prosperous companies— 
Gallaudet Aircraft Corp. and the Dayton Wright Co.—that. were un- 
able to survive during that period after the armistice when our mil- 
itary aviation industry was allowed to collapse. 

Between then and the onset of the Second World War, Consoli- 
dated produced a noted line of Air Corps and Navy trainers, and 
developed the big seaplanes that revolutionized fleet battle techniques 
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in the early thirties, and pioneered the South American commercial 
airways. 

During World War II, Convair (as the company was known after 
Consolidated merged with Vultee Aircraft) grew to 13 divisions, pro- 
duced more airframe pounds than any other —— 

Our production included 2,182 Catalina flying boats, 9,467 of the 
far-ranging B-24 bombers that saw heavy service in every theater 
of war, 11,537 BT-13 and SN-1 basic trainers for the Air Force and 
Navy, and lesser quantities of other combat. aircraft. 

The mighty B-36 bomber, which first flew in 1946, displayed a range 
and striking power the world had never seen before. Its potential for 
massive retaliation made it a major instrument for peace during the 
Jong, troubled years in which it “never fired a shot in anger.” 

The same period saw production of a total of 561 Convair 240, 340, 
and 440 commercial transports. After development of this airplane as 
a commercial airliner, 515 were procured by the military for duty as 
transports, flying classroom trainers, and other specialized services. 

Coming to present production, our Fort Worth Division operate an 
Air Force facility whose principal product is the B-58 Hustler, the 
free world’s first and only supersonic bomber. Here, 19,650 employees 
work on 35 Government contracts; the B-58, preliminary design of 
the Air Force nuclear-powered bomber—as you know, Convair re- 
cently won the Air Force competition for this contract—and 33 other 
projects. 

In our San Diego division, with 23,500 employees, principal prod- 
ucts are the Air Force’s F— and TF-106 interceptors, Mach 2 sisters 
of the famed delta-wing all-weather F— and TF-102; and the model 
880 and 600 commercial jet transports. Like Fort Worth, San Diego 
isengaged in advanced military design projects. 

Our Astronautics Division, also at San Diego, engages 14,600 per- 
sons in production and testing of the Atlas, the free world’s first inter- 
continental ballistic missile: and in design and early fabrication on 
the Atlas family space vehicles. 

Our Pomona division operates a Navy-built facility opened in 1952, 
and designed expressly for missile production. At this plant, 5,300 
employees produce the Terrier, the Navy’s first operational surface- 
to-air intercept missile, employed as the primary antiaircraft weapon 
on cruisers, and the Tartar, a smaller surface-to-air intercept missile, 
employed as the primary antiaircraft weapon on destroyers and other 
similar craft. This division also is engaged in advanced research and 
development work for the Navy and Army. 

Our smallest operating division is at Daingerfield, Tex., where Con- 
vair has cpeeeted a research center for the Navy Bureau of Ordnance 
since 1945. Here, 260 employees conduct high-altitude jet engine 
testing for the Navy, Air Force, and military contractors. 

With this broad background of historic and contemporary participa- 
tion in the Nation’s military programs, it is appropriate that Convair 
should formulate and present to this subcommittee its views on the 
general questions of weapon system management. 

The technological complexity of today’s weapons, compounded by 
the compelling sense of urgency to invent and develop these weapons 
on time, makes weapon system management not merely a desirable 
choice, but rather an absolute necessity. 
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In our presentation today we will endeavor to give some sense of 
that weapon complexity as compared to the relative complexity of 
yesterday’s weapons. 

In the years between 1923 and the present, military aircraft pro. 
curement styles have changed considerably. As recently as 1946 
when we first flew the prototype B-36, it was customary for the Gov. 
ernment to furnish to the airframe contractor the engines, instruments, 
tires, wheels, brakes, and all but the simplest mechanical and electronic 
subsystems. Much of this Government-furnished equipment—the 
long-familiar “GFE”, or “GF AE” as it is sometimes called—consisted 
of standard “off-the-shelf items” which the airframe contractor could 
fasten into position and hook up. 

In the case of the B-36, the cost of this GFE was approximately half 
the cost of the aircraft, completed and ready for delivery to Strategic 
Air Command. 

For compelling reasons born of nuclear physics—urgencies of time 
and complexities of technology that I shall discuss a little later—this 
picture has changed drastically, and in my judgment unalterably, over 
the past decade. 

Today, we find that the principal bulwarks of our national defense 
are not individual weapons but a series of new and intricate weapons 
systems, and that such systems require new managerial techniques. 

You have heard previous witnesses discuss a system in which a 
single prime industrial contractor is given responsibility for the sys- 
tems management, under the direction and surveillance of a govern- 
ment agency. 

We propose to describe another way of accomplishing weapon sys- 
tem development, that which has been employed by the Government 
in the development of the Atlas intercontinental ballistic missile 
weapon system. 

This approach was developed about 1955. It is under this system 
that Convair serves as principal and integrating contractor in develop- 
ment of the Atlas intercontinental ballistic missile weapon system. 

In this case, the Air Force set up a special ballistic missile manage- 
ment organization centered in its Ballistic Missile Division at Los 
Angeles, Calif., to direct a family of industrial associate contractors, 
This system will be described in detail later. 

Over the 20 years from the end of the First World War to the 
advent of the Second, military aviation progressed in orderly incre- 
ments of speed, range, and firepower. The Second World War accel- 
erated advancement along the same lines, and increasing complexity 
lengthened the development time for each improved aircraft: The 
B-24 required 34 sid from contract to operational capability: the 
B-29, 37 months; the B-36, 69 months. 

In the decade following the war, there was an explosive weapons 
transition. Nuclear technology provided a single warhead capable 
of killing a city. Aircraft and rocket technologies found the means 
to deliver such warheads with pinpoint accuracy at fantastic speeds 
to incredible ranges. America came to recognize, at first slowly, that 
she would never again have time to convert the automobile indust 
to mass-producing aircraft ; or time to hold a distant line while build- 
ing armies and fleets, as in World War II. Gen. Thomas S. Power, 
commander of the Strategic Air Command, had this to say when he 
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appeared recently before the House Subcommittee on Defense Appro- 
priations : 

Let us look at the reason why Pearl Harbor was not decisive. There is a very 
simple reason. 

The military fighting strength of the United States did not lie in Pearl 
Harbor in December of 1941. The fighting strength of the United States in 
December 1941 lay in civilians in civilian clothes in this country and in fac- 
tories turning out civilian goods. We built the U.S. Navy and we built the 
U.S. Army after Pearl Harbor. We had time to do it. 


I might suggest we are on page 9, if I can be of any help to you. 
Mr. Héserr. Page 9. 


Mr. Natsu (reading) : 


Today, that is gone. That went out the window when the hydrogen bomb 
and modern delivery systems such as the jet airplane and the missile came in. 
Today, it is possible to destroy a nation in a matter of hours and, in the very 
near future, it will be a matter of minutes. 

This is what happened to time, this compression of time. We must under- 
stand that. 

That is the end of the quotation from General Power. 

Since the explosion of the first Soviet atomic device, all of us have 
known the dreadful ultimatum that faces our generation, and our 
children’s: Forever match the enemy or die. 

Urgency, the tremendous compression of time, is an overriding con- 
sideration in every weapon system. Thus the Air Force ballistic 
missile crash program, which has outstripped even the wartime Man- 
hattan project for size and complexity, 1s succeeding in only 5 years 
in bringing the Thor and Atlas weapon systems to initial operational 
readiness. 

Complexity is our constant companion—the complexity of the 
Atlas, a picture of which is shown on the board in takeoff, with some 
40,000 identifiable parts in just those airborne systems for which 
Convair has primary responsibility. 

And complexity on the test stand and launching pad, where (during 
research and development testing), we install a million feet of power, 
instrument and control wiring—with some 30,000 connecting points— 
at each such location. 

We have learned to fabricate missile tanks of a tough stainless 
steel skin whose thickness is measured in thousandths of an inch. The 
old machines are obsolete, the old materials are obsolete, and old-style 
engineering is obsolete. It follows that old-style management of 
weapon development is inadequate; new managerial tools are required 


To manage modern weapon systems—to bring them to usefulness 
in time—it is indispensable that our country have compact and iden- 
tifiable managerial groups, comprised of people with a sense of urg- 
ency, with specialized know-how, with full responsibility, and the 
authority to act swiftly, using short channels of communication. 

So that the magnitude of such a task may be clearly apparent, let 
me describe in some detail the kind of weapon the Atlas is. Perhaps 
it can be understood best by describing one element of its perform- 
ance; namely, speed. In this modern day, speed is described for 
very good reasons, not in miles per hour, but rather in terms of mach 
number, a word that was not even in our vocabulary 20 years ago. 
The mach number is the ratio of the speed of an object to that of the 
speed of sound in air. Mach 1 represents a speed of about 760 m.p.h. 
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Incidentally, no airplane in World War II _——— this speed, 


Most of them operated at about mach one-hal 

In the decade following World War II, no bomber airplane ex- 
ceeded mach 1, or the speed of sound. Today we have bombers and 
fighters which operate at twice the speed of sound, mach 2, or about 
1,500 m.p.h. This speed is, in our ordinary terms of reference, re- 
markable. It would, for example, permit us to take off from Wash- 
ington at 9 a.m. and land in Los Angeles an hour and a half earlier— 
at 7:30 a.m. by west coast clocks. 

The Atlas, however, far exceeds this performance—it reaches a 
mach number of more than 20, a speed of about 16,000 m.p.h. It 
would make the trip from Washington to Los Angeles in 15 minutes, 
The Atlas would travel around the world in 114 hours—and in fact, it 
has. 

Now this speed is rather remarkable. It is more than 12 times as 
fast as the muzzle velocity of a .45 caliber bullet, but in size is obyi- 
ously vastly different. The Atlas, when it takes off, weighs in excess 
of 100 tons and stands as high as a seven-story office building. 

It is hurled into the air by powerful liquid rocket engines which gen- 
erate more thrust horsepower than all of Niagara Falls. The turbines 
which merely drive the fuel pumps are about as big as a basketball, 
but these fuel pump turbines alone generate more horsepower than 
the engines which powered our airplanes in World War Il. 

Another interesting point is the fuel consumption, whic): is quite 
fantastic. The quantity of fuel burned by a DC—7 transport in flying 
across the United States is burned by the Atlas in less than 20 seconds. 

To achieve such extreme performance, it has been necessary to ac- 
complish startling innovations in rocket techniques and rocket compo- 
nents, 

For example, an extremely lightweight fuel tank is required as the 
basis of the missile structure. We have been working on this problem 
alone since 1946, I have here a sample of the thin stainless steel used 
in the Atlas. 

Parenthetically, I also have several small samples which Mr. Demp- 
sey will be glad to pass among you. 

I think it is of interest to note the relative thickness of that material, 
which is the entire structure of an Atlas missile. 

Mr. Hésert. In think we saw this perhaps under construction several 
years ago. 

Mr. Natsu. I think you did. That is correct. 

Mr. Dempsey. Yes sir; I had the pleasure of taking you through 
our factory in 1956. 

Mr. Natsu. That is correct. 

A variance of 1/1,000 of an inch in the thickness of this material 
would change the weight of the missile by more than 100 pounds. 
Adding a hundred pounds of weight would reduce the range of the 
missile by about 100 miles. Thanks to the unique method of struc- 
tural fabrication used, and the immense saving in structural weight 
that results, the tank weighs less than 1 percent of the weight of the 
fuel it carries—yet it still withstands punishing accelerations and 
vibrations, and the high temperatures induced by aerodynamic heat- 
ing. 

The tremendous power and speed of the Atlas must be controlled 
with great precision. This is achieved through another innovation, 
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swiveling rocket motors, the principle of which is instead of using 
some sort of rudder, we swivel the rocket engines to change the 
direction of the jet thrust. 

Many of the components which are required for precise control de- 

nd on concepts which were not in existence just a few years ago. 

he small amplifier I have here includes one such example—the 
transistor. uit 

Mr. Dempsey. Would you all like to see this, sir? 

Mr. Natsu. I think some of the examples of the transistors of 
which you have some copies might be of particular interest. These 
smaller ones, Mr. Chairman, are the transistors of which you have 
heard a great deal of late. 

This particular transistor did not exist 5 years ago. The Atlas 
weapon carries hundreds of transistors. As a matter of fact, the 

rinted circuit board itself was a laboratory curiosity 10 years ago. 

Extreme temperatures are encountered—from liquid oxygen at 300° 
below zero Fahrenheit, a temperature at which all organic matter 
instantly solidifies, to temperatures encountered in reentry, which 
exceed the melting points of common metals. Components must op- 
erate in these environments. Here is a valve—here, which must 
operate faultlessly at —300° F. and hold the entire helium at 3,000 
pounds per square inch. ' é 

Environment requirements of this particular valve are the out- 
standing characteristics of it. Keeping in mind the rigorous environ- 
ment conditions imposed at 300° below zero, flash away into the other 
side of the spectrum, which is the heat of reentry, you can see that 
the technology of making an operating thing like a valve work is of 
primary importance. _ 

It must operate reliably when told to do so, and when told not to. 
A failure of this part—or any one of many similar parts—will mean 
failure of the missile. 

We have one little item which to my mind is of great interest. 
This is a solar cell. As you know, the energy requirements of a sys- 
tem like the Atlas are multiple. We need a great many sources and 
types and kinds of energy to run the very many systems involved. 

I think you would be interested in knowing that one of the avenues 
or the sources of energy we utilize in solar energy. And this tiny 
little piece of mechanism, which is a solar cell actually takes out 
from the rays of the sun and translates into energy utilized by the 
Atlas the actual power from the sun. 

This, of course, is a technology which you have heard a good deal 
about and which in the future will no doubt be extended to many 
utilizations of energy, even here on our own terrestial living. But 
once again, this typifies the fact that the technologist in the missile 
systems must take advantage of every possible free source we have. 

_ We test thousands of components under laboratory conditions which 

simulate flight operating environments. Testing alone is.a major and 
complex task of weapon system development. It is noteworthy that 
prior to the first flight of the Atlas in 1957, Convair had amassed 
more than 4 million man-hours of laboratory and field test work 
on its components and subsystems. 

This missile, however impressive its performance, must be accur- 
ately guided to the target if it is to be an effective weapon. An error 
ho greater than one part in 20,000 in measuring the velocity of the 
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missile will cause an error of 1 mile at the target. That is a ve 
ee sentence, when you have the responsibility of making that 
work. 

This, to describe it in another way, is about the same as controlli 
the speed of an automobile traveling at 60 miles an hour within plus 
or minus 1/300th of a mile per hour. 

To conclude description of the missile proper, we should like to 
have you inspect a cutaway classified model, but I would like to take 
a moment more in the open session to touch briefly on ground sup- 
port equipment. 

One difference between planes and missiles is that the missile is a 
one-way, single-shot weapon. Hence, we have moved the pilot, navi- 
gator and flight engineer to ground posts; the Atlas “cockpit” is a 
massive blockhouse where crewmen fly the bird from remote console 
panels. The navigation and bombing systems of the plane have be- 
come a complex and costly guidance system. And whereas many 
types of combat aircraft can take off from a single runway, each type 
of missile requires a separate and unique launch complex. 

During research and development, elaborate instrumentation is 
required—a single test flight from Cape Canaveral produces data that 
fills some 10 miles of magnetic tape. In the foregoing remarks we 
have endeavored to give some sense of the technological complexity 
of a modern weapon like the Atlas intercontinental ballistic missile, 
and the urgency underlying its development. 

In summary, there are two outstanding differences in the require- 
ments for weaponry between the Pearl Harbor era and today. 

1. The effectiveness of weaponry today has been tremendously in- 
creased by the introduction of the devastating family of hydrogen 
weapons and the almost incredible performance of guided missiles. 

2. Because of this devastatingly destructive power of the hydrogen 
bombs, the urgency of time has become so critical as to actually mean 
the difference between survival and total destruction. In other words, 
we can no longer depend on a gradual mobilization of the tremendous 
industrial capacity of the United States to support our national de- 
fense. We will not have the time to change our consumer goods 
factories to arms factories. If we do not have in being at the time of 
the attack weapons at least as effective as those of our enemy, we 
cannot possibly survive as a free nation. 

The intercontinental ballistic missile is a terrible and devastating 
weapon because of its capabilty of accurately delivering a crippling 
blow to any enemy anywhere in the world. In concept the Atlas 
called for advances in practically every field of invention, including 
materials, electronics, guidance, reentry, and manufacturing tech- 
nology. It also called for broad techniques of management compat- 
ible with these advances. Tomorrow I propose to discuss the history 
of the Atlas program, and Convair’s role in the management of this 
weapon system. 

Now, if we may, Mr. Chairman, we would like to show members of 
the subcommittee the classified Atlas model I referred to, and also 4 
short film. 

Mr. Héserr. All right. The committee then will go into executive 


session. But for the convenience of our guests, we will go to Mr. | 


Courtney’s office to see the classified presentation. 
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Mr. Natsu. Yes, sir. 

Mr. Courtney. How long do you expect it would take ? 

Mr. Natsu. I would expect that the film would take somewhere 
around 25 minutes, in my opinion. 

Mr. Courtney. We will recess the public hearing and resume in 
approximately 25 minutes. 

(The committee retired to view a classified film.) 

Mr. Hésert. The committee will return to the open session. 

Now, Mr. Naish, in the Ss here of the capability of the 
Atlas, you have just casually mentioned the management system, of 
course, which is the one thing that we are interested in. 

Now do I understand that on tomorrow you will go into detail as to 
the manager system as employed ? 

Mr. Natsu. Completely. 

Mr. Hésert. In the production of the Atlas? 

Mr. Natsu. Completely, yes. 

Mr. Hésert. I also would wish you to be prepared tomorrow also to 
describe the system under which you have received this new contract, 
which was just announced today. 

Mr. Natsu. The Vega. 

Mr. Hépert. The Vega? 

Mr. Natsu. Right. 

Mr. Hésert. That would be, of course, the newest of all the systems? 

Mr. Natsu. Yes, sir. 

Mr. Hesert. I want toclarify onething. The Vega contract comes 
from whom 4 

Mr. Natsu. The NASA is the cognizant agency. 

Mr. Hésert. Now the NASA isa part of which department ? 

Mr. Natsu. The Department of Defense—isn’t it? 

Mr. Dempsey. No. 

Mr. Naisu. Could you explain it, Mr. Dempsey ? 

Mr. Hésert. I want to find out who they belong to. 

Mr. Dempsey. They are the agency established by the Congress. 

Mr. Héserr. We know we established them. 

Mr. Dempsey. The National Aeronautics and Space Agency is a 
separate agency of the Government and is not a part of the Defense 
Department. 

Mr. Hésert. It is not. General Quesada handles it ? 

Mr. Dempsey. No, sir. Mr. Glennan is the Administrator. 

Mr. Natsu. Glennan. 

Mr. Héserr. So this is another agency that has no relationship at 
all to the Department of Defense, except in the overall picture, of 
course. Is that correct ? 

Mr. Natsu. That is correct. 

Mr. Dempsry. They are established for the civilian application of 
space, 

Mr. Héperr. Well, I don’t want to poach on anybody’s property, 
but I still think it would be of interest to us—and it would be only 
for our interest and information, that we would like in a very com- 
pact way to tell us how that program is being managed, for the 
purpose of comparison as to the related programs in the Department 
of Defense. 

Mr. Natsu. Right. 
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Mr. Hésertr. That is not our field since it is outside the Depart- 
ment of Defense. But I think it is corollary to the hearings which 
we are having to determine exactly what type of contract is in vogue, 

Now in your statement, on page 12, you mentioned the fact that 
the Atlas had already been around the world. 

Mr. Natsu. Yes, sir. 

Mr. Héperr. To what do you refer in that? 

Mr. Natsu. Mr. Dempsey, do you want to answer the question? 

Mr. Dempsey. Yes, sir. 

Last December 18 we launched Atlas 10-B into orbit, from the 
launching site at Cape Canaveral. This was the experiment which 
has been referred to as the talking Atlas, in which there was an 
elementary communications relay system. It had the President's 
Christmas message broadcast from the missile as it went around the 
world. It stayed in orbit some 33 days. 

Mr. Heésert. That was the use of the Atlas system, from pad to 
contact ? 

Mr. Natsu. That is right. 

Mr. Dempsey. Yes, sir. 

Mr. Héserr. Do you have any questions on this particular phase, 
Mr. Courtney ? 

Mr. Courrney. No, Mr. Chairman. I think that tomorrow, be- 
cause of the time involved, Mr. Naish will make a very complete 
demonstration, a verbal demonstration, of the contracting systems, 

Mr. Hésert. That is correct. This is a very informatory state. 
ment, and I certainly do congratulate you, Mr. Naish, on its sim- 
plicity. Even those of us on this side of the table, I think, can under- 
stand it, what you are talking about. 

However, this is really not what we are seeking. 

Mr. Natsu. Yes, sir. 

Mr. Hésert. While informative, we are seeking the information on 
the type of contract used and the system by which the Atlas was 
produced. 

Mr. Natsu. Yes, sir. 

Mr. Hésert. So if you will be good enough to be with us tomorrow 
morning at 10 o’clock we will have your statement at that particular 
time. 

Mr. Natsu. Fine, be happy to. 

Mr. Hésert. Thank you. The committee is recessed until tomor- 
row morning at 10 o’clock. 

(Whereupon, at 11:51 a.m., the subcommittee recessed to reconvene 
at 10 a.m., Thursday, May 7, 1959.) 
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FRIDAY, MAY 8, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Heperr. The committee will be in order. 

Mr. Courtney. 

Mr. Courrney. Mr. Chairman, Mr. Naish is ready to resume this 
morning. 

Before he undertakes his prepared portion of the discussion of the 
contracting suggestions, he has an answer and a demonstration on a 
question that was addressed by the Chair at the last meeting. 

Mr. Naisu. Mr. Chairman, you will recall that before we adjourned 
you asked that we be prepared to discuss the new Vega contract which 
on the date of the last hearing had been officially announced in the 
newspapers as of that day, the award of such contract to Convair. 

We are prepared to discuss this contract. 

I can say in brief, however, that the Vega contract is substantially 
identical in the method of management with the Atlas program, which 
we are going to discuss. The a major differences are the agency 
which promotes it, in this instance being NASA, rather than a Defense 
Department agency, and the second 1s the fact that this is not a 
weapons system or a weapon, but a space vehicle. But nonetheless, in 
our discussion of the contract we will show the similarities and the 
changes, which we have prepared to answer any question. 

Mr. Heésert. You say, Mr. Naish, the contract is similar to the 
contract for the Atlas ? 

Mr. Natsu. Yes, sir. 

Mr. Heézert. Well, it won’t be necessary for you, then, to discuss 
the Vega contract, except as you have just indicated, that it is a con- 
tract with another agency, of course, over which we have no 
cognizance. 

Mr. Natsu. Yes. 

Mr. Hésert. But it is a similar contract ? 

Mr. Natsu. It is, indeed. 

Mr. Héserr. That is sufficient, then. 

Mr. Natsu. We can show you in about 3 minutes, I would say, 3 to 4 
minutes, what this Vega is. Because it does bear quite a bit of rele- 
vance to the Atlas program, since this is one of the expansions of the 
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Atlas programs and is similar to about three or four others in the 
area of space. 

So with your indulgence, I would like to have Mr. Dempsey, who 
is the vice president in charge of the Atlas 

Mr. Hézert. The committee would be glad to have the informa- 
tion, as a matter of information. But, again, I say it is not in our 
sphere. 

Mr. Natsu. Yes, sir. 

Mr. Héserr. But we would be very happy to see it. 

Mr. Nasu. I think, Mr. Dempsey, if you will show how the Vega 
evolved from the Atlas by a practical visual demonstration here. 

Mr. Dempsey. I have here, Mr. Chairman, a model of the Atlas 
as it is presently being delivered to the Air Force. The missile tank 
you will notice at the top has a conical section and in using the 
Atlas as a booster we make no changes in the missile up to this point, 
but we do replace the conical section of the tank and the nose cone 
by a cylindrical section of tank so the total tank volume remains 
the same. The missile then will have this appearance. 

We then add to it additional stages by using a structural adapter. 
And then the Vega second stage, which uses the General Electric 
first-stage engine for Vanguard and a tank composed of Atlas com- 

nents. That is added to it in this manner. 

And then depending on the mission, we use either a two-stage 
missile which would have that appearance, or for deep space probes 
using another adapter section, we add a third stage, which is made 
by Jet Propulsion Laboratory, and a heat shield for protection as 
the missile combination goes out through the atmosphere, so that 
the three-stage version has this general appearance. 

All of these, of course, are using the basic Atlas as booster. 

A similar tank is used to mount the Centaur second stage, a stage 
of higher energy, which then has this general appearance for two- 
stage missions. 

Mr. H&serr. That is what you hope to get to Venus with? 

Mr. Dempsey. Yes, sir. As a matter of fact, it is what we hope 
to send there, something of that general nature. 

That is the end of my discussion. 

Mr. Natsu. Thank you. 

Mr. Hésert. You wouldn’t say it is a one-arm bandit on Venus? 

Mr. Natsu. Well, you might call it a do-it-yourself space kit. 

Mr. Héserr. To Venus. 

Mr. Natsu. Yes. 

Shall I proceed ? 

Mr. Héperr. Yes. 

Mr. Natsu. Yesterday we talked about the developments which 
have brought about the weapon system concept—the need to conserve 
precious time in defense of the country, the fantastic rate of advance 
In weapon technology and complexity, and I have illustrated some 
specific applications of these developments as they apply to the Atlas 
program. 

Now I would like to describe for you how the Atlas program has 
developed, and the way in which we have participated in the weapon 
system management. 

At the end of World War II, Germany had a monopoly on prac- 
tical knowledge about ballistic missiles. Best-known of the German 
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rockets were, of course, the V-2’s. Even though these missiles brought 
tremendous devastation upon England, they were indeed primitive 
by todays standards; their accuracy in hitting specified targets was 
extremely poor, and their range was only about 200 miles. 

Nevertheless, our military people recognized that here was poten- 
tially a very powerful weapon, and in 1946, the Air Force contracted 
with Convair for America’s first research and development program 
on a ballistic missile. 

Its code number was MX774, its code name, “Hiroc.” It was a 
real pioneering effort, and one of the things in which we take great 

ride at Convair is the fact that out of this program came three de- 
yelopments which were not only vast improvements over the German 
V-2, but even more importantly, these innovations provided the “root 
stock” for today’s Atlas. One or more of these developments is also 
incorporated in each of America’s other ballistic missiles. These 
innovations were as follows: 

1. So-called integral fuel tanks in which the missile body itself is 
also the wall of the fuel tank. This permits tremendous savings in 
weight, thus increasing range on the basis of 1 mile for every pound 
saved ; 

2. Directional control in flight by means of swiveling rocket en- 
gines which we explained the day thes yesterday. 

3. Separating the nose cone from the main body of the missile. 
This simplifies the problem of getting a warhead back into the at- 
mosphere toward the end of the flight trajectory without burning it 
up due to friction of the atmosphere. 

This MX774 program, as I mentioned, began in 1946 under Govern- 
ment sponsorship. 

FIGURE 3 
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There is a chart indicated on my left which historically denotes the 
highlights or high points in time of our country’s long-range ballistic 
missile history. The first date I just indicated was 1946, excuse me, 

But in 1947, it was necessary for the Government to cancel the con- 
tract, due to budgetary limitations. Sufficient funds remained to 
conduct actual flight tests of just three of these MX774 “birds”, in 
1948. 

Even on the basis of this limited flight testing, it was apparent to 
our people on the program that the ballistic missile showed tremendous 
promise as a weapon; so even though the contract had been canceled, 

Convair decided to keep the key MX774 engineering team together, 
and to continue to study ballistic missile weapons systems. 

In 1951 Convair received a new study contract, under the designa- 
tion MX~-1593, and it was during development of this project that the 
name “Atlas” first appeared. 

Although an atomic bomb warhead was the only type deemed de. 
sirable for an intercontinental missile, in those days atomic warheads 
were relatively heavy. To place such warheads on intercontinental 
targets would have required missiles twice the gross weight of today’s 
Atlas. 

Then, in 1952-53, the thermonuclear breakthrough gave promise of 
a light, high-yield warhead that would be more suitable for the inter- 
continental missile job. 

To take advantage of this, Convair made a number of proposals 
for specific missile designs and programs to the Air Force, culminating 
in our “crash programs” recommendation of 1953. 

As a result of this, Mr. Trevor Gardner, then Special Assistant 
to the Secretary of the Air Force for Research and Development, as- 
sembled a group of scientists under the direction of the late Dr. John 
von Neumann to form a Strategic Missile Evaluation Committee. 

Parenthetically, this Committee was composed of the leading sci- 
entists in all fields at that time throughout the United States. 

This Committee, in February 1954, recommended an accelerated 
development program for the Atlas; and the Air Force in March 
gave Atlas first priority among all Air Force programs. 

In the summer of 1954, shortly thereafter, a special organization was 
created within the Air Force for weapon system management of the 
Atlas program. This organization included an element of Air Re- 
search and Development Command, which became known as the 
Western Development Division (now Air Force Ballistic Missile 
Division), commanded by Maj. Gen. Bernard A. Schriever; and an 
element of Air Materiel Command, known as the Ballistic Missile 
Office (now Ballistic Missile Center), now commanded by Maj. Gen. 
Benjamin I. Funk. 

The Ramo-Wooldridge Corp. (now Space Technology Labora- 
tories) was employed by Air Force Ballistic Missile Division to pro- 
vide overall systems engineering and technical direction for the 
program. 

After the Atomic Energy Commission gave final assurance that a 
small, high-yield warhead could be counted on, Atlas was redesigned 
to the present configuration the last quarter of that year (1954). 

There was the point at which the configuration and the plans were 
jelled to the point of going ahead. 
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One of the primary motivating factors in the development of the 
Atlas was a sense of urgency to attain an operational weapon system 
in the shortest possible time. 

One of the means which General Schriever chose to achieve the 
earliest possible development and production of the Atlas weapon 
system was to broaden the industrial base for our ballistic missile 
program—the marshaling of a number of strong contractors, each with 
special capabilities, to pump maximum possible brainpower and man- 
power into ballistic missile development, testing, and the problems of 
operational employment. 

Now, please recall with me the things I said yesterday about the size 
of this forward step in weaponry. Here was a weapon that would 
jump our strategic vehicle speed from less than Mach 1, or approx- 
imately 760 miles per hour, to more than Mach 20, or approximately 
15,000 miles per hour. Here we were confronted with an advanced 
technology involving a mixture of aerodynamics, thermodynamics, 
flight mechanics, heat-resistant structures, design and manufacturing 
tolerances. We had to fly this seven-story, 100-ton rocket up out 
of the atmosphere, through space, back into the atmosphere over 5,000 
nautical miles away, and hit a target with extreme accuracy. 

We had to do all this in a hurry—and there was no precedent to draw 
upon, really, except for those three flights of the MX-774, and a few 
other missiles that had been experimentally flown in those inter- 
vening years. 

So, to broaden industrial participation, rocket engine development, 
which had been a Convair subcontract with the Rocketdyne Division 
of North American Aviation was changed over to a prime contract 
with the Air Force. 

Mr. Gavin. Previous to that, did you get any assistance from the 
Government in the research and development of this whole rocket 
program ¢ 

Mr. Natsu. Yes, we did. 

Mr. Gavin. You don’t mention that in there. I just wondered 
whether or not the Federal Government had given you a preliminary 
contract. And they were paying for it, to develop it up to the stage 
where you are coming in now on the Convair et. hy ract with the 
Rocketdyne Division of North American. You had been given help 
by the Government. 

Mr. Natsu. That is right. 

Mr. Gavin. All along in your research and development. 

Mr. Natsu. Yes, sir. 

Mr. Gavin. You ought to say that once in a while. 

Mr. Natsu. You will notice in the previous page, on page 4, I say: 
“In 1951”°—this being the first paragraph appearing on page 4—‘In 
1951, Convair received a new study contract.” 

Mr. Gavin. What paragraph is that? 

Mr. Natsu. The first paragraph. 

Mr. Gavin. I see. 

Mr. Natsu. On page 4. We state therein that Convair received a 
new study contract under the designation 1593, and “It was during 
development of this project that the name ‘Atlas’ first appeared.” So 
that is the birthday of the Atlas concept as we know it today. 
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The Air Force held competitions for radio-inertial guidance devel]. 
opment, and contracts were awarded to the General Electric Co, 
and the Bell Telephone Laboratories. The Burroughs Corp., was as. 
signed to develop ground computers for radio-inertial guidance, 

A second rocket engine system contract was let to Aerojet Genera] 
Corp. Contracts for all-inertial guidance were let to American Bosch 
Arma Corp., and to A, C. Spark Plug Division of General Motors, 

Nose cone, or warhead reentry vehicle, contracts were let to General 
Electric and Avco. And late in 1955, a backup airframe assembly 
and test contract was let to the Martin Co. 
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So this is the Atlas team. And we have a descriptive chart on the 
left which shows you the Atlas family of associate contractors. I 
have just outlined the methods by which the Government arrived at 
awarding these associate contracts to each of those companies for 
a different phase of the Atlas program. 

Mr. Hézert. Mr. Naish, there you say how the Government awarded 
these contracts. 

Mr. Natsu. Yes. 

Mr. Héserr. Is the committee to understand that there was no 
directing manager overall, and that the Government was letting the 
subcontracts ? 

Mr. Natsu. That is correct, sir. 

Mr. Hi&serr. Well, then this does not fall into the category of the 
single management. 

Mr. Naisu. It does not, sir. This is the associate weapons systems 
management concept, the same as you have heard previously from 
Boeing in the case of the Minuteman. 

Mr. Hézert. Now, Ramo-Wooldridge you mentioned. 
their part in this? 

Mr. Natsu. Ramo-Wooldridge were responsible for the technical 
direction, the engineering technical direction. 

Mr. Héeertr. Were they the technical managers, then ? 

Mr. Natsu. That is correct. 

Mr. Héverr. They had overall supervision from a technical sense? 

Mr. Natsu. From a technical sense, yes. They were the arbitrating 
agency or the adjudicating agency for technical decisions. 

Mr. Héserr. So Convair, then, was in the secondary position, sub- 
ject to Ramo-Wooldridge ? 

Mr. Natsu. In one area, in the area of technology. 

Mr. Hésertr. The whole weapon isa technical weapon. 
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Mr. Natsu. Well, it is more than technical. The primary reason 
for having an adjudicating agency—if you will notice in the different 
colors demonstrated here, each of these very large companies had a 
technological goal to achieve. Somebody had to adjudicate, so that 
one of the vendors wouldn’t try to achieve his purpose, for instance, 
by putting in so much weight that it would make the missile impossible 
to use or it might conflict with something that the other associate 
contractor was doing. 

Mr. Hésert. In reality, then, Ramo-Wooldridge was the manager ? 

Mr. Natsu. They were the technical manager. The Air Force was 
the manager in making the business decisions, the schedule decisions, 
the financial decisions, and in approving the technical decisions which 
Ramo- Wooldridge would make. 

Mr. Hésert. What responsibility did Convair have ? 

Mr. Natsu. Well, Convair, had the responsibility, having first in- 
yented the concept—they had the responsibility of building the actual 
frame itself, the airframe portion. Secondly, of taking all of the 

arts which these other contractors made and designed and integrat- 
ng them into a weapon which would work together. And finally, 
and most importantly, they had to take the parts from each con- 
tractor, assemble them, and test them in their integral position so 
they would work one with the other, and then take them down to 
the various test centers and fire the missiles. 

Mr. Hésert. Now, looking back, you say the first concept of the 
Atlas came into being in 1947. In what year did Ramo-Wooldridge 
get into the act 4 

Mr. Natsu. Was it 1954, Mr. Dempsey? It was in 1954, Mr. Chair- 
man. 

Mr. Hésert. When the program was well on its way when this com- 
mittee was at Convair—in what year ? 

Mr. Dempsey. 1956, sir. 

Mr. Hézerr. You were practically producing your prototype at that 
time, when we were there. 

Mr. NaisH. That is right. 

Mr. Hézert. Ramo-Wooldridge came into the picture, then, in 1954? 

Mr. Natsu. That is correct. 

Mr. Hézert. Now, who was in charge—you say Ramo-Wooldridge 
was in charge of the technical feature. 

Mr. Natsu. Director. 

Mr. Héserr. Director. I don’t want to anticipate you. I apolo- 
gize for interrupting you. Do you discuss the financial arrangements 
later on in this statement ? 

Mr. Natsu. Yes. 

Mr. Héserr. I will wait. 

Mr. Harpy. Mr. Chairman, in following up the same point I notice 
from your chart up there that you have BMD, BMC, and the Ramo- 
Wooldridge outfit all in one box, which seems to put them on a par with 
the Air Force. Maybe you got them in the wrong position. Maybe 
Ramo- Wooldridge ought to be at the top. 

Mr. Natsu. Perhaps this is a question of position. 

The reason why I put the three in one box: The first two, BMD 
and BMC, are actual Air Force personnel, in suits. These are the 
uniformed people. STL was put in the same box with the Air Force 
because the Air Force hired the technological abilities of STL to 
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be their advisers. They in effect became a civilian branch, as it were, 
of the Air Force. ; 

So they all reported, as you understand, to the commanding gen- 
eral, who was General Schriever. So STL became very much in the 
same list as APL does to the Navy, let’s say. 

Mr. Harpy. You hadn’t had anybody in that position during your 
initial contract ? 

Mr. Natsu. Yes, sir. 

Mr. Harpy. And as a matter of fact, you didn’t have anybody in 
this position until after you had gotten pretty well along on that 
particular contract ; isn’t that correct ? 

Mr. Natsu. That is correct, sir. 

Mr. Harpy. After the original one had been canceled, the MX774? 

Mr. Natsu. Yes,sir. 

Mr. Harpy. Then your new one came into being—when was that, 
in 1954 or 1953 ? 

Mr. Dempsey. 1954. 

Mr. Natsu. 1954 was the date of the actual contract. 

Mr. Harpy. Your new one came into being in 19544 

Mr. Natsu. Yes. 

Mr. Harpy. And you were pretty well along in your engineering 
on that, dealing with the Air Force, at the time the Ramo-W ooldridge 
group came into the picture; is that right . 

Mr. Natsu. That is correct, sir. 

Mr. Harpy. I am just having a little trouble understanding, and 
maybe you might shed a little light on why the Air Force suddenly 
needed them to do all their technology for you. You had been doing 
it? 

Mr. Natsu. I think perhaps I can answer that question for you, Mr, 
Hardy. 

Mr. Harpy. Good. 

Mr. Natsu. In the first place, before the emergence of this new 
contract it had been Convair’s intention to pursue the whole Atlas 
program on their own, in which case we would develop the guidance 
system, we would develop the nose cone, and we would develop every- 
thing but the engine. 

Remember, we had subcontracted the engine to North American. 
So this was our original intention. 

However, when the breakthrough came through in the atomic war- 
head, which permitted us to use a much lighter warhead and there- 
fore make a much lighter Atlas, and when simultaneously the Defense 
Department decided that this was the highest priority weapon in 
their entire inventory of weapons, they also decided at that time— 
and I think quite properly—that if this was the highest priority, 
we had to get it in the quickest time possible. 

Now, at that time this branch of Convair, which was working on 
Atlas, comprised just a few hundred people. As of today, the task 
we have alone now takes 14,000. 

So had we done the whole task, that is the guidance, the propulsion, 
and the nose cone, it would have encompassed almost an explosive 
expansion of our facilities. 

Therefore, the Air Force decided that they should get the best brains 
possible in each of these areas, from large, well-equipped companies. 
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Now, once having done that, they needed an umpire, as it were, or 
an adjudicator, to decide on these technical questions. There is no 
question in my mind that at the time they went into this program they 
did not have in uniform the type of scientific and technological peo- 
yle that. were required to solve some of the unanswered problems. 

Remember, we had never flown a thing through space as yet. 

Mr. Harpy. Of course, that is what they were employing you for. 

Mr. Natsu. Well, if 1 may continue just for one moment, sir. 

The composition of the people who are used by Ramo-Wooldridge 
include a great many people with substantially superior degrees. 
There are a great many Ph.D.’s in this organization, for instance. 
The Air Force did not have them in their complement of people. 

For instance, the WADC branch of the Air Force, which normally 
does this kind of work 

Mr. Gavin. Right at that point: What would the reason be for Air 
Force to have that. particular group of people and have them also in 
this other corporation? You would have two groups. 

If the prime contractor has it, why have two groups working on 
the same project. That is what you are trying to outline, that they 
didn’t have it. If the Air Force had the people, they would have 
handled it. They didn’t have it, so they went to Ramo, until they 
could get around to building up this second group. Are there two 
groups working on that? Are there two groups now in the scientific 
area ¢ 

Mr. Natsn. Not now. But they might have had two groups. That is 
correct. 

Mr. Harpy. Let me try to develop. I thing I am heading in the 
same general direction. 

Mr. Gavin. Just this one little thought, if the gentleman would 
yield? I understood that the prime contractor was to supervise, 
guide, and direct the program. But it is quite evident the prime con- 
tractor isn’t directing the program, but that the Air Force is direct- 
ing it. You got confliction and confusion today as you had in the 
past. That is what we are trying to eliminate. 

Mr. Harpy. I think that is one of the things that I was trying 
to understand. 

But I am trying also to determine what real basis for putting an- 
other level, another echelon on top of the contractor that had pio- 
neered this proposition in 1947. Now we come along and we just 
get another layer of scientists. 

Now certainly it would seem to me that if you had a contractor 
who had grown up with this thing—I think you had indicated that 
it had been conceived by Convair back in your MX-774. 

Mr. Harpy. Now you are rejuvenating that contract and starting 
over. You find yourself with a completely new echelon. Of people 
who are going to direct you—not to get subcontracts, because you 
were having subcontractors, anyway, weren’t you? 

Mr. Natsu. We had on subcontract for the propulsion element. 
We did not have any contracts out at that time for the guidance or 
the nose cone. 

Mr. Harpy. Then, I take it you didn’t have the capability of ar- 
ranging for subcontractors for guidance and the nose cone? 











310 WEAPONS SYSTEM MANAGEMENT 

You had to have some new outfit come in there to put some extra 
overhead on top of this thing, in order to get these elements. And 
you are reflecting on your own competence. 

Mr. Natsu. Well, I would first say this, Mr. Hardy. In the first 
place, I don’t like to oe to answer for the Air Force. But 
in my understanding of their judgment, I think there were two com- 
pelling reasons why they went to the concept of having a special 
technological form of assistance from the Ramo-Wooldridge Corp, 

The first 

Mr. Hésertr. May I interrupt? 

Mr. Natsu. Yes, sir. 

Mr. Heéserr. To clarify what Mr. Hardy said. I think this is 
what he is trying to develop, not only the Ramo- Wooldridge incident 
of the technical directorship, but Mr. Hardy has also mentioned the 
subcontracts, which you call associate contracts. In this he indicates 
that you did not let those contracts. 

Mr. Natsu. That is correct, sir. 

Mr. Hé&sert. I think you testified that it was the Government who 
decided to let the contracts? 

Mr. Natsu. That is correct, sir. 

Mr. Hésertr. Was that your point? 

Mr. Harpy. Yes. 

Mr. Heésert. It was not Convairs’ choice? 

Mr. Natsu. That is right. 

Mr. Héperr. It was the Government that moved in and said, “Now 
we will let these contracts and then give them to you,” is that correct? 

Mr. Natsu. That is correct. 

Mr. Harpy. Yes, but you are the overall contractor and you have a 
responsibility for the ultimate performance? 

Mr. Natsu. Yes, sir. 

Mr. Harpy. Now you are going back to a bunch of scientists, who 
you say are umpires in this thing. 

Mr. Natsu. Right. 

Mr. Harpy. And you are going to lay the blame on them. Of all 
the screwball arrangements I ever heard of. 

Mr. Hésert. Let’s keep it in focus here. It was not the election 
and decision of the Convair Co. It was the election of the Air Force. 

Mr. Harpy. I understand that. 

Mr. Gavry. Convair is charged with the responsibility for the de- 
velopment of this. Supposing your engineers differed with the other 
engineers and you accepted the other engineers’ decision and the 
weapon didn’t work perfectly. Who is responsible then ? 

Mr. Natsu. Unquestionably the prime responsibility for the ulti- 
mate perfection of the weapon rested with the weapons systems man- 
ager, who was the Air Force in this instance. 

Mr. Gavin. You do have an out, then, for the responsibility. You 
don’t have the responsibility. You can say, “Well, we listened to 
the Air Force. We listened to this group of engineers. The Air 
Force determined that we would accept their plans and proposals 
and we did. It hasn’t functioned properly, so it is not our responsi- 
bility.” 

Mr. Harpy. That is exactly the point. 

Mr. Hészerr. Yes, sir. 
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Mr. Harpy. It is very well developed, I think now. The area of 
responsibility has been diluted to the point that it can go right back 
to the Air Force and if anything misfires on this whole proposition, 
that is if it turns out to be a total boondoggle, then nobody is at fault 
but the Air Force. 

Mr. Gavin. I might say to my very good and able friend and col- 
league, that we are right back where we were on the aircraft indus- 
tries. There was no coordination and nobody knows who is who or 
what is what, or where we are going, and it is quite evident that you are 
developing this program of weapons along the same line. 

Mr. Harpy. We have another layer in here at the top. This bothers 
me, and I am not at all sure of the extent to which it is valuable. 

Mr. Chairman, I didn’t mean to digress. 

Mr. Wrinsteap. May I ask one question? How many personnel in 
that additional layer you are talking about ? 

Mr. Natsu. Inthe STL section ? 

Mr. Winsteap. Yes. 

Mr. Natsu. I do not have those figures, I am sorry. I don’t know 
how many people are there. 

Mr. Wrinsteap. Can we find out? 

(Mr. Courtney no 

Mr. Natsu. The Air Force can give you that. 

Mr. Chairman, may I add these few sentences that I had intended 
to add, when the question was asked, about the compelling reasons? 

Mr. Héserr. Certainly. 

Mr. Natsu. They were as follows. You will recall that the Air 
Force, having had this breakthrough in the atomic warfare, decided 
that we were going to get this weapons concept system into operation 
as quick as God would let us. There were no stringencies on funds. 

We were going to do it as fast as we could possibly do it. So to that 
end they divided the task and said many brains will do it quicker than 
a few brains. 

The second point is when they hired Ramo-Wooldridge, you will 
remember that because of the lack of sponsorship, due to a couple of 
reasons that aren’t essential at this point, the Gavais organization 
involved in the Atlas then numbered only a few hundred people. So 
we would have had to go out and get a great many people in the 
fields of the pure sciences, like physics. 

So, therefore, I would judge—and again I do not speak for the Air 
Foree—they said this development of the Atlas must go into the 
state of the art of several branches of the sciences. So (a), we are 

oing to divide the task so we get the General Electric’s and Bell 
elephone Lab’s, and all the best brains of existing organizations 
with large numbers of people. 

No. 2: We don’t have within our own suited group the people to 
adjudicate these. And once you get several people doing parts of 
the job, if you are going to get it done on time and have it technologi- 
cally compatible, one subsystem with the other, then you must have 
somebody up on the top because this engineer wants to put something 
> this section of the missile and somebody wants to put it somewhere 

Se. 

So I think those are the three reasons. The time; the fact that we 
were going to have to expand anyway, Convair was; and thirdly, 
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the diversion of the task into more hands, impelled to hire Ramo- 
Wooldridge. 

Mr. Harpy. Now, Mr. Chairman, I am glad to have had this little 
addition here. Certainly I am not going to undertake at this sta 
to pass on the extent to which Ramo-Wooldridge contributed to it, 

But I want to say this. If the concept which you have outlined 
in your No. 3 reason there is a valid reason, then this whole proposition 
of weapons system contract procurement which we have been discussing 
is screwball. I don’t know which it is. But one or the other of them 
doesn’t make sense. 

Mr. Héserr. I think in addition there, too, Mr. Naish, admitting 
the validity of the reason, which you do not dispute. 

Mr. Natsu. Yes. 

Mr. Hésert. The fact still remains that there was divided respon- 
sibility. Now you were the responsible agent. Why shouldn’t you 
go out and hire Ramo-Wooldridge, instead of the Government going 
out and saying “take them.” Why shouldn’t Ramo-Wooldridge be 
responsible to you, as the prime contractor, instead of being respon- 
sible to another party, in this instance the Air Force? 

Mr. Natsu. Well, this would have been the single weapons system 
contractor method. There are two obvious methods. 

Mr. Hépert. That is exactly what we are trying to get into now, 
that is the very heart of the whole thing. 

Mr. Natsu. Yes. 

Mr. Heéverr. When the hearings opened, we opened on the basis 
and the understanding that a new and more economical system had 
been developed. 

We are not as interested in the technical advances. We are in getting 
the best out of the dollar. 

Mr. Natsu. Yes, sir. 

Mr. Hépert. And this so-called single management concept has 
been kicked around and bandied about so much, that the committee 
decided it must go into it and find out exactly what is the system that 
is now being used. We find out that there are multiple systems being 
used and there is no such thing in existence today. From the testi- 
mony given this committee, there is no single system being used. 
There are still multiple systems and multiple confusion. We are not 
arguing or quarreling, we just want to know what the facts are and 
what is being done. You are very competent in giving us this infor- 
mation. You do not, then, under the Atlas development, have a 
single management system. 

Mr. Natsu. We donot have a single civilian management system. 

Mr. Héperr. You do not have a single prime? 

Mr. Natsu. That is correct. 

Mr. Hépert. That is correct. 

Mr. Natsu. We have an associate. 

Mr. Gavin. Let me ask. At the time of the decision to bring Ramo- 
Wooldridge into the picture—that was on the part of the Air Force? 

Mr. Natsu. Yes. 

Mr. Gavin. Did Convair at that time ask the Department of the Air 
Force to be given the full responsibility for doing the job, or did they 
just tell you to take Ramo-Wooldridge ? 

Mr. Naisn. Of course, we did not take Ramo-Wooldridge. They 
are not under contract tome. You understand that, Mr. Gavin. 
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Mr. Gavin. Yes. But they are in the picture. You have confi- 
dence in your ability to do the whole job as the prime contractor. 

Mr. Natsu. Well, I would say this 

Mr. Gavin. And take the full responsibility to do the job. Did you 
tell the Air Force that you feel that you had the ability, your organi- 
gation, to do this job without bringing Ramo-Wooldridge into the 

icture ‘ 

Mr. Natsu. Unquestionably, Mr. Gavin, on any project we go into, 
we have the confidence of doing the whole job ourselves. 

Mr. Gavin. What did you say then when they brought Ramo- 
Wooldridge into the picture ¢ 

Mr. Natsu. We accepted it and understood the reason why they are 
doing it. a 

Mr. Gavin. Then, there is no prime contractor coordinating all the 
subcontracts under one head. It is evident that the Air Force is in 
the picture. 

Mr. H&eert. The Air Force is the customer and the contractor, the 
prime contractor in effect. 

Suppose you continue now so we can go down to the management 

rtion. 

Mr. Natsu. Yes, of course. What page are we on? 

Mr. Gavin. The second paragraph. 

Mr. Natsu. I am now returning to the text, Mr. Chairman, the 
second paragraph on page 7. 

Mr. Hépert. Yes. 

(The paragraph not read is as follows :) 





So this is the Atlas team, Management by the Air Force Ballistic Missile 
Division, Ballistic Missile Center, Space Technology Laboratories. Engines 
from Rocketdyne. Nose cone from General Electric. Airborne radioinertial 
guidance from General Electric and Burroughs; and American Bosch Arma, the 
later all-intertial guidance. Convair for airframe design and manufacture, au- 
topilot design and manufacture, integration of all systems (except the warhead), 
proving out the missile in flight tests, and integrating the missile into the 
operational launching sites. 

Mr. Natsu. I should now like to explain our role a bit more fully. 
Our task, with respect to building the missile itself, is to design and 
build the airframe, or missile structure; and basic missile systems, in- 
cluding flight control, electrical, pneumatic, and hydraulic systems; 
then to install equipment provided by the other associate contractors. 
After assembly each system is “checked out’”—proved operable—be- 
fore it is linked to another—then two or more together proved out— 
then groups linked together—and so on until the missile is accepted as 
complete, by the Air Force, at the factory door. 

From the factory, we take some of the missiles to “static test” stands. 

Again, [am on the top of page 9. 

Mr. Harpy. Mr. Chairman, I don’t like to interrupt here again. 
But you just outlined how you tie these components together. There 
is one other thought that has come up in connection with the break- 
down of these contracts and the establishment of associate contractors. 

Prior to the time that the Ramo-Wooldridge group came into this 
picture, you were performing all these elements, were you not? 

Mr. Natsu. We were intending to perform them. Before Ramo- 
Wooldridge came in we were only on a study contract. We did not 
have a contract to produce Atlases. 
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Mr. Harpy. Hadn’t you done any work on guidance ? 

Mr. Natsu. Oh, yes; we had. 

Mr. Harpy. Hadn’ t you done any work on nose cones ? 

Mr. Natsu. We had. 

Mr. Harpy. What happened to the work you had done? Was that 
turned over to the other subs, or did they start from scratch and dupli- 
cate — you had already done ? 

Mr. Natsu. No. Since the work we had performed was the prop- 
erty of the U.S. Air Force, having been designed on a CPFF con- 
tract, all of this data was available and used by ‘them in the subsequent 
design of these systems. 

Mr. Harpy. Now there might be a question as to the extent to which 
it was used. Was the work - that you had in progress in your plant 
on these particular items turned over to your new associate contractors? 

Mr. Naisu. Again, let me clarify and say it was only study work, 
sir. There was no hardware being made. 

Mr. Harpy. Whether or not there was any hardware, Mr. Naish, 
if there was any study work that had been done—that is pretty im- 
portant in this field. 

Mr. Natsu. I must assume that it was. We turned it over to the 
Air Force. 

Mr. Harpy. Then you don’t have any knowledge as to whether or 
not the technical work that you had done on these particular things 
was actually utilized by the new contractor ¢ 

Mr. Natsu. I do not, but I think Mr. Dempsey does. 

Mr. Harpy. If he can answer it, I would be happy. I think it is 
important. 

Mr. Dempsey. Mr. Hardy, each of these new associate contractors 
were given a complete list of the technical reports which we had 
written during the course of the study contract. We furnished them 
with copies of all of the reports in that list which they requested 
from us. 

Mr. Harpy. You have’nt any idea the extent to which they were 
used / 

Mr. Dempsey. Well, I can only say, sir, that the evolvement of the 
systems indicated that they used some of the fundamental work which 
was done in the earlier program, the MX~—1593. 

Mr. Harpy. Now, the thing that I am trying to understand here— 
you had been in on all of R. & D. of the components that were now 
provided to associate contractors. 

Mr. Natsu. That is correct, sir. 

Mr. Harpy. There is some considerable question in my mind as to 
whether the entire amount that had been spent with your company 
on those aspects of this contract were wasted or were duplicated by 
the new associates that were brought into the picture. 

Now I think it might be pertinent to inquire as to what had been the 
cost. You said the Air Force had paid for these things. What had 
been the cost of these elements of your contract up to the time that 
the responsibility for those components was taken away from Convair. 
Do you have those figures / 

Mr. Natsu. I don’t have the figure. But I think we could estimate 
it. Itwasarelatively small figure. What would be—— 

Mr. Dempsey. The total value of the 1953 contract during its life- 
time was approximately $15 million. I do not know what proportion 
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of that would have been spent on the guidance and reentry vehicle 
ortions of that. 

Mr. Harpy. Did you have a completely new contract at the time 
Ramo-Wooldridge came into the picture ? 

Mr. Dempsey. We got a completely new contract, which was dated 
in January of 1955; yes, sir. 

Mr. Harpy. I suppose that insofar as we would like to develop 
the extent of the work that you all had done on these components 
which now became associate contracts, we would have to find out from 
somebody else 

Mr. Demesry. Yes. 

Mr. Harpy. Because all you know is you made them available? 

Mr. Natsu. Yes, sir. 

Mr. Dempsey. We made available reports and did furnish them 
to the other contractors. 

Mr. Natsu. The only other point Mr. Dempsey made, is that judging 
by the direction which these new associate contractors took in their 
field, it is quite obvious that they did use a good deal of the work 
that had been done. This was the one conclusion we could arrive 
at, because it followed the general Mines of investigation which we 
had made. 

Remember, we were only studying part of that period and the 

roducts of a support contract are reports, technical reports, and not 
Galvan. 

Mr. Harpy. They were engineering studies ? 

Mr. Naisn. That is right, sir. 

Mr. Harpy. That isall. 

Mr. Héserr. Mr. Naish, what contribution to new ideas and new 
concepts did the Ramo-Wooldridge people make to this Atlas project ? 

Mr. Naisu. I would not be qualified to answer that. Could you, 
Mr. Dempsey ? 

Mr. Dempsey. I can’t think of any specific contribution in terms 
of innovations which the organization has made. I think that is 
reall y—— 

Mr. Héserr. So they are just managers on the technical side. 

Mr. Natsu. Yes. That was their role, sir—not to invent or to direct 
but to coordinate. 

Mr. H&xserr. To reduce it down to some language that perhaps 
other businessmen can understand, they were a couple of efficiency 
experts to tell you how to run your business. 

Mr. Natsu. That has been a very maligned and illy defined term. 
I would hesitate to agree on efficiency expert. 

Mr. H&nerr. I know. But some people think in those terms. 

Mr. Natsu. Yes. 

Mr. Hénerr. Some firms I know even have head doctors. I am 
very serious about that. I am not joking about that. I know some 
of the big corporations in this country today are indulging in psychi- 
atric treatment for their officials, from the top officials down, and then 
the head doctor decides how good the people are and how good the 
company is. That isa fact, whether it is a good thing or not. 

Let me ask you this. With Ramo-Wooldridge coming into this situa- 
tion—how old a firm is Ramo-Wooldridge? Were you familiar with 
them before 1954 ? 
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Mr. Natsu. I was familiar with Ramo-Wooldridge in their previous 
connection. I think they both have their doctorates. 

Mr. Héserr. These are the two individuals you are talking about? 

Mr. Natsu. Dr. Ramo and Dr. Wooldridge. 

Mr. Hfézert. Of course, I am not expecting you to answer for Ramo- 
Wooldridge. If you can’t answer, don’t answer. 

Mr. Gavin. They are both doctors ? 

Mr. Nasr. To the best of my knowledge; yes, they are. 

Mr. Héperr. Didn’t they have other connections before they got 
into this great field of research ? 

Mr. Natsu. I believe they were members of the Hughes Co., in the 
electronic field. 

Mr. Hépert. They were originally members of the Hughes Co., but 
they have another connection, don’t they / 

Mr. Natsu. Subsequently to this period they merged their company 
with the Thompson Products Co. of Cleveland. 

Mr. Hésert. Who is the head of Thompson Products Co. ? 

Mr. Natsu. I believe it is Mr. Wright. 

Mr. Heserr. Mr. Wright! 

Mr. Natsu. I believe so. 

Mr. Dempsey. He is the president. 

Mr. Natsu. He isthe president, Mr. Wright. 

Mr. Heserr. Who is the director—who is the working man in the 
company? Not any reflection on you as the president 

Mr. Natsu. The working man? 

Mr. Hépert. Yes. Do they have anybody connected with the 
Thompson Products Co. and the Ramo-Wooldridge Co. who was 
formerly connected in any way with the Air Force? 

Mr. Natsu. Yes, they do, of recent date. 

Mr. Hésert. Who was that ? 

Mr. Natsu. James Doolittle. 

Mr. Hépert. I mean before James Doolittle. 

Mr. Natsu. I wouldn’t know, sir. 

Mr. Dempsey. General George. 

Mr. Natsu. Gen. Harold George—is that right—— 

Mr. Hésert. General George. Anybody else you can recall? 

Mr. Natsu. That is all my memory stretches to on the Ramo-Wool- 
dridge Co. 

Mr. Hézert. Would the name of General Chidlaw register with you! 

Mr. Natsu. Yes. 

Mr. Hésert. Would that register with you? 

a Natsu. Yes, I remember General Chidlaw and know him very 
well. 

Mr. Hésert. He has a lot to do with it ? 

Mr. Natsu. With the Thompson Products Co., yes. 

Mr. Héperr. Yes, he finances, as I understand, and is back of the 
Ramo-Wooldridge outfit now, is that correct ? 

Mr. Natsu. I am not qualified, really, in that area. 

Mr. Gavin. You said Ramo-Wooldridge Co. It is the Thompson 
Products Co. 

Mr. Natsu. Yes, sir. 
Mr. Gavin. They are out now? 
Mr. Natsu. They merged. 
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Mr. Héserr. Do you have any knowledge of General Chidlaw’s 
background? 

Mr. Nasu. I do sir. 

Mr. Heeerr. What was he before he joined Thompson Products? 

Mr. Natsu. To the best of my knowledge he was commanding gen- 
eral of the Air Defense Command, at Colorado Springs. 

Mr. Héserr. Was he ever commanding general of the Air Materiel 
Command in Dayton? 

Mr. Natsu. I believe he was. 

Mr. Héeerr. Asa matter of fact, he was? 

Mr. Natsu. Yes, 

Mr. Héeerr. I just wanted to find out if he was in this picture, too. 

Continue your statement, Mr, Naish. 

Mr. Naisi. Yes, sir. 

Mr. Gavin. Before we go on. The weapons systems technique 
which was to coordinate under one prime contractor a particular 
weapon that was being developed; certainly it doesn’t exist. 

Mr. Natsu. It does exist, sir, under certain 

Mr. Gavin. You say they called in the Ramo-Wooldridge to co- 
ordinate the work that you are doing / 

Mr. Natsu. Sometimes they do. 

Mr. Gavin. And the other subcontractors? I was led to believe, 
or we were led to believe that the prime contractor now was the co- 
ordinator of all of the subcontracts to develop the entire weapon that 
they were trying to reach their objective on. 

I say it doesn’t exist as we were led to believe. 

Mr. Natsu. In this case it doesn’t, sir. But let me compare it in 
this respect. 

Management is a tool with which to achieve an end. I think you 
might say that the Air Force has many ends to achieve. 

Almost like in a surgical room, there are various types of operat- 
ing instruments. I think the Air Force chooses the tool which they 
think is best fitted for the operation in mind. 

So that in my judgment there is no one weapons systems concept of 
management, any more than there is one surgical tool in which you 
can remove a kidney or do a tonsillectomy. 

Mr. Gavin. But if you get a lot of surgeons in, you might have a 
difference of opinion as to how to perform the operation, to reach the 
particular ailment. 

Mr. Héserr. Or the patient dies. 

Mr. Gavin. Yes. 

Mr. Courrney. The quickest way to kill him. 

Mr. Harpy. Talking about operations, now you indicated a mo- 
ment ago that actually after you got an associate contract, after the 
Ramo-Wooldridge group came in, the ideas which had been devel- 
oped by Convair were used by the new contractors? 

Mr. Natsu. Were used to some degree, unquestionably. 

Mr. Harpy. Well, actually there weren’t any appreciable innova- 
tions, were there? 

Mr. Natsu. Oh, yes, I would say there were, sir. 

Mr. Harpy. In which areas? 

Mr. Naisu. I think in this area we might get into problems of 
security. But in the development of the nose cone, for instance, re- 
member at the time when we started this whole business, the whole 
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theory of the ability of an object to reenter the earth’s atmosphere 
was highly theoretical and there had to be a lot of very practical 
work ta in developing the materials and the technology to make 
a gadget that would be able to reenter the earth’s atmosphere. 

Mr. Harpy. Of course, that has to be done by somebody. 

Mr. Natsu. That is right. 

Mr. Harpy. After you get into that stage of it. 

Mr. Natsu. That is right. 

Mr. Harpy. But I had understood a while ago—Mr. Dempsey said 
something to the effect that there were no substantial innovations, 
I thought that is what he said. Maybe I misunderstood. 

The thing that I am trying to understand here now is what Ramo- 
Wooldridge actually contributed and what was contributed by get- 
ting additional contractors, if you had already proceeded with the 
basic research into this matter and you had done a lot of engineering 
and you had come up with technical reports and your new associate 
contractors come in with essentially the same product which you 
would have come out with. 

I am just trying to understand what was the real value. Why 
you couldn’t have gone ahead on your own, without the help of the 
new level that was placed above. 

Mr. Natsu. Well, I could tell you what the Air Force believed 
and which they were advised upon, to the best of my knowledge, by 
their scientific advisers. 

Mr. Gavin. Who are “they”? 

Mr. Natsu. The Air Force. 

Mr. Gavin. The scientific advisers with the Air Force? 

Mr. Natsu. You remember I referred to a special committee, 
headed by the late Dr. John von Neumann. You will recall he was 
one of our leading scientists and died some 3 or 4 years ago. He 
headed a group of scientists who looked at the whole Atlas thing 
to see if it was feasible. And they were advising the Air Force. 

Now the reason why they picked these associate contractors I think 
is very clear in their minds, and certainly clear in my mind. No. 1, 
this was the most important weapon in the arsenal of our defenses, 
and that, 2, it was a tremendous task in concept because it went into 
all the basic sciences. They frankly felt at that time that this was 
too much of a responsibility to give one company, especially inasmuch 
as we had a fairly small group at the time prepared. 

So they, in other words, took the insurance factor of taking several 
of the leaders in various fields of endeavor and merging them into 
one family. 

Now they thought they would get the weapon faster that way and 
they would get it more surely. I think that is the reason. 

Mr. Harpy. I certainly am not going to undertake to evaluate the 
wisdom of doing that. But I do think we have to keep in mind the 
fact that apparently you were on the track of these various develop- 
ments that were subsequently used. 

Mr. Natsu. Yes, sir. 

Mr. Harpy. And that what you had done proved to be essentially 
what the new associate contractors came up with. 

The second aspect of this, which impresses me, is what was just 
developed by Mr. Hébert a moment ago, that apparently the people 
who are doing this work for your STL bracket up there are former Air 
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Force officers, and if the Air Force had the technology previously, then 
it is a reflection on what they have left. Former Air Force officers 
and former officers who had key positions in procurement, and who 
had been associated with every procurement officer at Wright Field. 

I don’t know whether it is of any significance or not, but it certainly 
does seem to me that it is unusually strange that the Air Force now 
finds itself in the position of having to get a new civilian group to 

Jace above its contractor, to provide for associate contracts. And 
who do they select to conduct that operation? A firm composed of 
former Air Force officers. 

Now I don’t know, maybe it doesn’t have any significance, but on 
the face of it, it certainly raises a good many questions in my mind, 
especially when you find that the man who has had long association 
with all the procurement officers is the one now who parcels out the 
contracts to the associate contractors. 

Mr. Héserr. When was AVCO given a contract as an associate with 
you in the production 4 

Mr. Dempsey. 1955. 

Mr. Natsu. In 1955. There were competitions held shortly after 
the formation of STL or BMD on these various systems. In other 
words, there were many companies competed in each instance. 

For instance, we, ourselves, competed in several instances for the 
subcontracts. 

Mr. Héserr. In other words, then, AVCO is the producing agency. 

Mr. Natsu. That is correct, sir. 

Mr. Héserr. After the development. I believe—I don’t think I am 
in error-—that it was AVCO who takes full credit for developing the 
reentry nose cone. 

Mr. Demrsey. They also had a development contract. 

Mr. Naisu. Mr. Dempsey says that AVCO had a development con- 
tract prior to the production contract. 

Mr. Héserr. Prior to the production contract. And as a matter of 
fact, AVCO did develop the reentry nose cone, didn’t they ¢ 

(Mr. Dempsey nods. ) 

Mr. Hénerr. The very famous nose cone that was exhibited by 
President Kisenhower was an AVCO product, wasn’t it? Then you 
mentioned that this nose cone was one of the contributions of Ramo- 
Wooldridge. Who did it? 

Mr. Naisu. Excuse me, sir. I didn’t say that one of the contribu- 
tions of Ramo-Wooldridge was the nose cone. If I did, I said it 
inadvertently. 

Mr. Héserr. You talked for a minute or so about this nose cone. 

Mr. Naisu. I said that the nose cone was one of the difficult areas of 
development that had to be accomplished. I did not say STL accom- 
plished it. I said somebody had to do the development work to make 
itsuecessful. In this instance, it was AVCO. 

Mr. Héserr. I am glad you cleared that up. Because I am certain 
that it was a little vague in our minds. Mr. Hardy asked you the 
question about what Ramo-Wooldridge was doing and in the course 
of your explanation, you mentioned the nose cone very emphatically. 
Now I understand AVCO is to be given credit for that. 

Mr. Naisu. What I intended to convey was that these varying prob- 
lems in the different fields had to be coordinated and technical deci- 
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sions would have to be made. This was the purpose and the role and 
life of the —— 

Mr. Hésert. Now, Mr. Naish, would you say that you would really 
have preferred to be the responsible prime and go out and hire your 
own people? 

Mr. Natsu. Unquestionably. 

Mr. Hézerr. Unquestionably you would ? 

Mr. Natsu. That is right. 

Mr. Hérert. So you have a contract that is not to your taste? You 
have to eat it. Don’t worry about that. They have given it to you. 

Mr. Natsu. We don’t suffer from technological humility. 

Mr. Hézerr. You don’t like it, but you have to take it. 

Mr. Natsu. We think we can do any job in the technological field, 

Mr. Héperr. That is right. They have given you a spoonful of 
castor oil. You don’t like it, but you have to take it. 

Mr. Harpy. I take it that Ramo-Wooldridge or STL are also tech- 
nical advisers for your part of the contract on which you are an 
associate ? 

Mr. Natsu. That is correct. 

Mr. Héserr. Would you tell the committee just what they have 
contributed to the performance of your part of that contract ? 

Mr. Natsu. I would prefer to have Mr. Dempsey answer that 
question. No. If there is any thought that I am evading it, I will 
answer it. 

Mr. Hépert. We don’t think you are evading it. 

Mr. Harpy. Not at all. 

Mr. Natsu. I will be happy to answer it. I think he is better 
qualified. 

Mr. Gavin. You have been perfectly frank. 

Mr. Dempsey. I have been involved in the Atlas program since 
1954. I can’t recall any innovation which has come from the 
organization of people. 

I would like to add, however, that one of the valuable contributions 
which they make is to ask questions and to make detailed studies 
of the work we do, and in that way, perhaps make sure that we are 
absolutely certain of some of the things we are doing. 

In other words, they evoke discussion and more detailed study than 
might otherwise be the case. 

Mr. Harpy. Don’t you do that, yourself ? 

Mr. Davin. If you accept their decisions, the responsibility rests 
with them and not with you. If the weapon doesn’t function properly, 
it gives you an “out.” 

Mr. Natsu. Yes, sir; it does. 

Mr. Héperr. It does, you say ? 

Mr. Naisu. It gives us that opportunity, but we don’t take it. 

Mr. Harpy. From what you said a minute ago; I take it, then, 
that they just stimulate you to use your own capabilities a little bit 
more ? 

Mr. Natsu. I think that is one of the valuable contributions they 
make, yes, sir. 

Mr. Harpy. And you are not capable of doing that, yourself ? 

Mr. Hésert. You know what the Ramo-Wooldridge contract 
amount is? 

Mr. NatsH. The amount of money? 
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Mr. Hésert. Yes. 

Mr. Natsu. No, I do not. 

Mr. Héeert. The Air Force hasn’t taken you in its confidence. 

Mr. Natsu. The Air Force doesn’t tell Macy what they give Gimbels 
at any point. 

Mr. Hésert. That is a fine kettle of fish, again, to have a man re- 
sponsible for producing a weapon and responsible for its cost, that 

oesn’t know what the other fellow 

Mr. Natsu. We are only responsible for the costs engendered and 
incurred by ourselves. 

Mr. Héperr. Yes, sir. Mr. Dempsey said Ramo-Wooldridge asked 
alot of questions. Maybe a couple of us can make a deal with the Air 
Force after 1960, I don’t know. We ask questions and that might 
qualify us to get in on this single management concept. 

Mr. Natsu. I might add that you are very competent in that field. 

Mr. Hésert. Competent in asking questions? 

Mr. Natsu. Yes. 

Mr. Courtney. That is diplomacy to the nth power. 

Mr. Gavin. Have you disagreed with them in any decision made 
recently, and if so, are you compelled to accept their decision? 

Mr. lacey. We have disputed the technical points with them in 
the past, sir. In the case of a disagreement, it is normally resolved by 
the military group under General Schriever. 

I might add that technical decisions are very rarely black and white. 
They are almost always a matter of the degree of compromise between 
two opposing requirements. 

Mr. Gavin. Who reached that decision? When there is difference 
of opinion who ultimately coordinates their findings and comes up 
with the answer? Who does that? 

Mr. Dempsey. General Schriever’s organization, or now General 
Ritland’s organization, the Ballistic Missile Division. 

Mr. Natsu. General Ritland is the successor to General Schriever, 
who has recently been given a new post. 

Mr. Hésert. Mr. Nash, we want you to finish. It is not your fault. 
So I suggest that you continue with your prepared statement and the 
committee will allow you to finish and then we will go into action 
again. 

Mr. Nasu. I think, again, we are on the second sentence of page 9. 

Mr. Hénertr. These things cause combustion in us, youknow. That 
isthe reason why we have to interrupt. 

Mr. Natsu. I don’t mind. 

These missiles never fly. Instead 

Mr. Harpy. That is a bad place to start. You should have gone 
back one more sentence. 

Mr. Natsu. I guess I better go back one sentence. 

Mr. Gavin. After all the research and development. 

Mr. Natsu. From the factory we take some of the missiles to static 
test stands, and it is these missiles that never fly. 

Instead, we bolt them to the test stand and fire them under simulated 
flight conditions, as nearly as these conditions can be duplicated on 
the ground. By this method, we get as many bugs out of the design 
as we can, before subjecting it to flight test. A flight-test missile is 
not like a flight-test airplane. A flicht-test airplane can be flown 








| again and again—and what's more, you have human beings aboard to 
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tell you how the ship behaves in flight, and sometimes even to correct 
mechanical deficiencies in flight. hed 

Parenthetically, for instance, on a test airplane, if it is a multiengine 
airplane, if we lose one engine, there is not catastrophe, because we 
have humans on that who can compensate for that and still land the 
airplane. 

n the other hand, you can fly a missile only once. But on the static 
test stand, you can make these simulated, “imitation,” flights many 
times on the same bird. Thus we save a great deal of time and money, 

Other missiles, when they come out of the factory, are assigned to 
flight testing. Since there are many things that can be learned only 
in flight, each test is thoroughly planned in advance, and tremen- 
dously complicated systems are installed in the missile to transmit 
flight information back to the ground via radio. It is for this reason 
that the missiles our Convair crews have been flight-testing at Cape 
Canaveral are a great deal more complicated than the final operational 
missiles will be. One of the interesting things about these test flights 
is that the flight itself is of no significance. It is what we learn from 
the flight that is important. When viewed in this light, I think you 
can understand why Air Force officers and our engineers tell us that 
a great deal is learned even from a flight which does not go off entirely 
as planned. Each “bug” in the missile that we uncover at Cape 
Canaveral moves us one step closer to the time when we can turn 
over a proven, operational weapon to the Air Force. 

Meanwhile, the operational phase of the program is also moving 
rapidly. For many months now, Convair has been conducting train- 
ing courses for Air Force personnel who will soon man Atlas bases, 
so as to pass over to them the knowledge we have gained in building 
and testing the missile. Also for many months, the Air Force and 
Army Corps of Engineers have been working on the bases from which 
the Atlas will operate, and Convair people are working closely with 
Air Force people in establishing these bases, making the necessary in- 
stallations, working out the difficulties, so that there is a smooth 
transition from the testing phase into the operational phase. 

Now, speaking from an organizational standpoint, Convair has 
taken two very significant steps to carry out its end of the Atlas pro- 
gram. The first of these was to create a separate Convair operating 
division, known as astronautics, primarily to design, develop, and 
produce Atlas. Starting with a nucleus of approximately 300 en- 
gineers assigned to Atlas in 1953, we now have just over 14,600 em- 
ployees in our astronautics division. 

This keynotes the phrase that I made some time ago, even if we had 
the whole system, we had a tremendous expansion job to do because 
even with this limited task, it has taken this kind of expansion, from 
300 to about 14,000. 

About 3,200 of these are working at test and launching sites in 
various parts of the country. And here I would cite a statistic which 
will perhaps give you another insight into the nature of the ballistic 
missile task. Traditionally, in the airplane business, we had a ratio 
of around one person in the engineering department to every seven 
employees in the factory department. But on the Atlas program at 
astronautics, this ratio is about 1 to 1. 
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In other words, the technological aspects of ICBM missiles perform- 
ing the kind of task I described to you takes a much higher ratio of 
technicians to work with. 

The second step has been one which, perhaps more than any other, 
demonstrated the faith which our company has had all along in the 
worth of Atlas. To house this new astronautics division of Convair, 
in February 1956 our board of directors of General Dynamics Corp. 
allocated $20 million for buildings and land in San Diego. 


FIGure 5 





We have a picture here of this facility as it now exists. Subsequent 
capital improvements, including buildings presently under construc- 
tion, will bring this total at this one site to $26,548,000 by December 
31,1959. I think it is significant that the original allocation was made 
more than a year before the first Atlas was flown. 

It is also noteworthy, I think, that by December 31, 1958, the Air 
Force had invested $15,285,000 in several facilities for this plant in 
San Diego; machine tools and other equipment out of Air Force 
reserves accounted for $2,616,000 of that total. 

So you have a total participation by the Air Force of 17 million, 
ae 

Mr. Dempsey. $2 million is included. 

Mr. Natsu. $2 million. Then the Air Force has a total of $15 
million. 

Mr. Gavin. No, the Air Force has more than that. They have 15 
million 285 in facilities and then machine tools and equipment are 
$2,660,000 

Mr. Natsu. I made the same mistake, Mr. Gavin. That is included 
in the 15. 

Mr. Gavin. Oh, that is included. 

Mr, Natsu. 15 million is the correct figure. 

Mr. Gavin. Then you ought to rearrange it here. 
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Mr. Natsu. Yes. Thus again we have an example of the partner. | 
ship between Government and private enterprise in moving this pro- 
gram rapidly along. | 

Mr. Gavin. May I interrupt at that point. 

On North American, they had some 233 million in land—wasnt _ 
it 233 million, Mr. Counsel ? | 

Mr. Natsu. Perhaps they had overall. This is only one thing. | 

Mr. Courtney. This is only one division. 

Mr. Natsu. This is just one division, you see, I am talking about. | 

Mr. Gavin. We will ascertain later on what the Government has in 
your plant. 

Mr. Natsu. Yes. 

Mr. Gavin. We would be interested. 

Mr. Natsu. Here are some additional statistics which I believe you 
will find of interest. 

The chart on my left. In the total program presently authorized 
for Atlas, exclusive of funds allocated to Baas echnology Labora- 
tories, funds have been allocated approximately as indicated on this 
chart: You want to point that out ? 

Mr. Dempsey. Yes. 
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Ficure 6 | 
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Mr. Natsu. Convair, 22 percent; Convair subcontractors, as he is bhi 
demonstrating on the left: Rocketdyne, 17 percent; General Electric two 
(nose cone), 11 percent; General Electric (guidance), 11 percent; J 
Burroughs, 3 percent; and Arma, 6 percent. veli 
This is a typical pie chart showing the distribution of funds. equ 
Now, taking a look at the larger share of the total—the 30 percent | pre 
which Convair placed with other firms, which is on the next chart | ee 


(fig. 7)—-we see that the number of individual firms that received 
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FIGuRE 7 


ASTRONAUTICS PAYMENTS IN 1958 





SMALL BUSINESS 
13.1% 






LARGE BUSINESS 
26.3% 







NUMBER OF FIRMS 


payments from Astronautics in 1958 was divided up—26.3 percent 
to large business, and 73.7 percent to small business. 

Yesterday in my discussion I showed you a very few examples of 
the types of things which we buy from these thousands of other firms. 
Ihope they have given you some feeling for the great variety of capa- 
bilities which we need to draw upon from these other companies, in 
carrying out the demanding needs of the Atlas missile system. For 
reasons of both speed and economy, obviously we buy a standard “off 
the shelf” item whenever we can find one that will satisfy the needs 
of the missile. For the many items of specialized equipment, we 
typically find that small business is better capable of meeting some 
needs, while large business is more capable for others. I will mention 
two examples: 

We have subcontracted to Radio Corp. of America the design, de- 
velopment, and production of operational launch control and checkout 
equipment. The size of this task is such that Radio Corp. of America 


— has 1,800 people working on it; obviously such a task cannot 


undertaken by small business firms. 
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On the other hand, we find that because of the relatively small pro- 
duction lots in which Atlas development missiles are ordered, quan- 
tities of a particular item may not be sufficiently great to interest a 
large company. This is especially true on items which must be 
designed and manufactured specifically for the Atlas. Frequently 
smaller firms can undertake such tasks at lower cost, and with greater 
enthusiasm, than could a larger firm. In fact, in several cases, firms 
that were extremely small have undertaken a share of the Atlas design 
and manufacturing load, and have been so successful at it that they 
have in fairly short order grown out of the small-business category, 

I might parenthetically say at this time that a brief initial study 
which I made a few days ago indicated that in about the last 3 years 
we have 80 particular small-business firms that have emerged from 
the small-business category and are now large business in the Atlas 
program. 

I think this is a very significant number—more than 80 companies 
are now large business that were small business when they bid and 
received the opportunity to make part of the Atlas. 

So it is certainly not an idle figure of speech to say that the Atlas 
program has tapped the broad and specialized capabilities of Ameri- 
can industry. One measure of this is the geographical distribution 
of our subcontractors and suppliers. 


Ficure 8 
DISTRIBUTION OF VENDORS 








Mr. Dempsey is demonstrating on the chart on my left, called 
figure 8, the distribution of our suppliers on a geographic portrayal 
by States in the Union. 

All of the heavy colored areas on that map illustrate that some of 
our subcontractors are residual in that State. 
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There are a total of 3,491 of them—and they are located in eve 
State except Nevada, Idaho, Maine, Mississippi, North and South 
Dakota—and I guess I should add Alaska an awail. , 

Of course, all of these subcontractors and suppliers have their own 
tiers of suppliers—mixed both as to large and small business. 

Additionally, it is perhaps worth mentioning that of the total 
dollars which Convair, itself, received, by far the largest Pores 
went into payrolls—and payroll dollars from the Atlas ultimate y 
reach the same mixture of large and small business as do payroll 
dollars from any business—be it engaged in defense work or any 
other pursuit. 

With this, I think I have reached the point where I can perhaps 
summarize my thoughts on this Atlas program. : 

Few projects in history have demanded more of us as a nation. 
We are confronted with a relentless, aggressive threat to our welfare. 
To meet it, we have had to move with the se possible urgency, 
on a task whose complexity has demanded every ounce of wit and 
skill which we can summon to it. { : 

To meet this situation head on—to match the innovations of swift- 
moving technology—we as a nation have had to develop new tools 
of management to augment and make better use of old established 

rinciples. ‘The weapon system concept has been our answer. To 
Semin if it has been the proper answer, I think we need only look 
at the record. The Atlas missile today is essentially a proven weapon, 
in the sense that each of the basic design concepts has been shown 
to be valid under the rigors of flight tests. It yet remains for us 
to simplify and improve reliability of these basic design concepts, 
and thus our flight-test program will continue apace for some time 
tocome. But we have not only proven that the basic design is sound. 
An assessment of the progress to date indicates other important ac- 
complishments : ; tt 

First, the program has not only met the tight schedule originall 
set by military planning requirements, but in production today is 
actually ahead of schedule. 

Second, and most importantly, the Atlas today has performance 
substantially in excess of the design | gu established in 1955 not only 
by the Air Pores but by its scientific consultants. 

Now, a word about what may ultimately prove to be the most bene- 
ficial result of this program—what I like to call the national bonus 
that we are getting from the Atlas development. This is in the matter 
of space exploration. 

Seldom in my experience have I seen the Nation’s imagination and 
interest caught up more thoroughly than it has been by this business 
of space flight. Certainly one of the most important reasons for this 
interest must be the traditional American spirit of adventure and 
interest in the unknown. It seems that the same fascination that first 
led Americans across the Appalachians, then across the Mississippi, 
y Rockies is now drawing us with equal magnetism to the mysteries 
of space. 

This interest has been reflected here in the Congress, and in the ap- 
propriations that have been set up for space projects. Two of the 
most important space-exploration vehicles for which contracts have 
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already been let utilize the basic Atlas missile for the booster which 
will launch our space vehicles on their way out of the atmosphere, J 
have with me today some models of these projects. 

The first one is called Atlas-Vega, this being the program you asked 
me about, Mr. Chairman. It employs the basic Atlas as its first 
or booster. On top of that is the Vega upper stage, which detaches 
from the booster stage, after leaving the atmosphere, and goes on to 
the specific space missions assigned to it. 

The next one is called Atlas-Centaur. It is similar to Vega in size, 
but because it will use new and more eflicient fuels, with new engines 
now under development, it will have a greater variety of capabilities 
for space exploration. 

Then there is the Atlas role in Project Mercury—the program to 
put man in space. In this program, the basic Atlas is modified by 
removing the warhead, and it is replaced with a space capsule. I am 
sure that you can understand the excitement we at Convair feel when 
we realize that, after exhaustive preliminary tests have completely 
proved out the system, the first American astronaut will leave atop an 
Atlas missile to orbit this earth. 

Yet we need not look only to the future to consider Atlas as a true 
space vehicle. Last December 18, from Cape Canaveral, we launched 
an Atlas into orbit around the earth. This was the standard missile, 
with no essential modification. It carried special apparatus for re- 
ceiving and retransmitting radio messages. It thus came to be known 
as the talking satellite from which President Eisenhower broadcast 
his Christmas message of peace to the entire world. 

So, in conclusion, I feel I scarcely need to say that I am very proud 
to be associated with the Atlas program. It has not always been a 
smooth road, and we still have a good distance to travel. I am sure 
you understand, from my remarks here today, we at Convair have no 
feeling that we alone have brought the Atlas into being. Far from it, 
We share with our associate contractors and the members of the Air 
Force team a sense of professional pride and accomplishment in the 
history of the Atlas intercontinental ballistic missile program. 

Mr. Héperr. Thank you, Mr. Naish, very much. 

On both days you have certainly given very splendid statements on 
the performance and advance of the Atlas program. But the basic 
and primary concern of this committee in these hearings is the method 
of management as related to cost. 

Mr. Natsu. Yes, sir. 

Mr. Héserr. As you noticed. And you have not gone very much 
into that except by responding to the questions of the committee. 

In the Atlas production, you have many subcontractors which you 
yourself are responsible for, I presume? 

Mr. Natsn. Yes, sir. 

Mr. Hépsertr. To what extent do you check the subcontractors as 
related to their costs? 

Mr. Natsu. I would like to have Mr. Brewton, who is our vice presi- 
dent and controller, answer that question. 

Mr. Brewton. Well, it is Convair’s policy to obtain audit rights in 
subcontracts that it lets to others. And I have here the actual contract 
Janguage which goes into these subcontracts. I offer it as part of the 
record. 

Mr. Heésert. Would you read it, please? 











overhe 








aS SS eS ES 


a Om Ce 


~~ 


in 
ct 
he 








WEAPONS SYSTEM MANAGEMENT 329 


Mr. Brewton. Well, there are several of them: The cost-plus-fixed- 
fee type, the time and material 

Mr. Héserr. Put it in the record. In the interest of time, let me 
ask you the question, and the answer will probably give what the 
committee desires. 

(The information is as follows :) 





CLAUSE RETAINING AUDIT RIGHTS IN CONVAIR 
COST-PLUS-FIXED-FEE TYPE PURCHASE ORDER 


(d) At any time or times during the life of this Purchase Order and prior to 
final payment on account of Allowable Cost, the Buyer or the Contracting Officer 
may cause to be made such audit of the invoices or vouchers and statements 
of cost as shall be deemed proper. Each payment shall be subject to reduction 
to the extent of amounts included in the related invoice or voucher and state- 
ment of cost which are found by the buyer not to constitute allowable cost, 
and shall also be subject to reduction for overpayments or to increase for under- 
payments on preceding invoices or vouchers. On receipt of the final invoice 
or vouchers and statement of cost, which shall be submitted by the seller as 
promptly as may be practicable following completion of the work under this 
purchase order but in no event later than 1 year from the date of such comple- 
tion, and the following compliance by the seller with all provisions of this pur- 
chase order (including without limitation, provisions relating to patents and 
the provisions of paragraphs (f) and (g) of this article), the buyer shall as 
promptly as may be practicable pay any balance of allowable cost. 


COST-PLUS-FIXED-FEE-TYPE SUBCONTRACT CLAUSE 


(a) The seller shall give advance notification to the buyer of any proposed 
subcontract hereunder, and no such subcontract shall be placed without the 
written approval of the buyer, which (i) is on a cost or cost-plus-a-fixed-fee 
basis, or (ii) is on a fixed-price basis exceeding in dollar amount either $25,000 
or 5 percent of the total estimated cost of this purchase order, whichever is less, 
or (iii) provides for the fabrication, purchase, rental, installation or other 
acquisition, of any item of industrial facilities or special tooling, or (iv) is on 
atime and material or labor-hour basis, The buyer may, in its discretion, ratify 
in writing any of the above subcontracts subsequent to the placement thereof; 
such action shall constitute fulfillment of the approval requirement of this 
paragraph (a). 


COST-PLUS-FIXED-FEE-TYPE RECORDS RETENTION CLAUSE 


(2) The seller agrees to make available at the office of the seller at all rea- 
sonable times during the period set forth in subparagraph (4) below any of 
the records for inspection, audit, or reproduction by any authorized representa- 
tive of the buyer or the Government. 


TIME AND MATERIAL—AUDIT CLAUSE 
TM-12. Audit 


Representatives of the Government and the buyer, or either of them, will be 
permitted, from time to time, to inspect and audit the books and records of 
the seller and shall have the right to determine the correctness and propriety of 
the costs charged in accordance with the terms of the purchase order. The 
buyer, or the Government, will perform the required audit in a reasonable time 
and seller agrees that any overcharge thus ascertained shall be promptly 
refunded (typically preceded by “prerate” audit to determine reasonableness of 
the proposed rate). 


FIXED PRICE—-REDETERMINABLE-TYPE PURCHASE ORDER 


C. Submission of data.—At the time specified in paragraph (b) of this clause, 
the seller shall submit (i) a new estimate and breakdown of the unit cost and 
the proposed prices of all items under this contract itemized so far as is practi- 
cable; (ii) an explanation of the differences between the original estimate and 
the new estimate ; (iii) such relevant shop and engineering data, cost records, 


| Overhead absorption reports, and accounting statements as may be of assistance 
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in determining the accuracy and reliability of the new estimate; (iv) a statement 
of experienced cost of production hereunder to the extent that they are available 
at the time of the negotiation of the revision of prices hereunder; and (v) any 
other relevant data usually furnished in the case of negotiation of prices under 
a new contract. The buyer may make such examination of the seller’s accoun 
records, and books as the buyer may require and may make such audit thereof 
as the buyer may deem necessary. All statements of cost and supporting data 
furnished under this paragraph C shall be certified by an officer or other respon- 
sible official of the seller as having been prepared in compliance with the 
provisions of this paragraph. 

Mr. Hésert. Before you enter into the subcontract you have an 
inspection clause written into that contract whereby the books of the 
sub as related to the specific order is available to your own audit, 
is that correct? 

Mr. NaisH. That is correct, sir. 

Mr. Hésertr. The reason for the question is significant. And for 
ns ye to you gentlemen, North American and Lockheed— 
North American in particular read part of the contract to subs which 
allowed only the Government to audit the books of the sub. Lock- 
heed defended that position very strongly and very strenuously. 

When Boeing testified, Boeing said that it had the right of entry, 
as it were, into the books, which is in direct contrast to the con- 
tracts as explained by North American and Lockheed. 

Of course, we are very pleased to know that you do have the right 
of entry, and that you do check these contracts. 

Is there any ceiling or floor on the dollar value of the contract! 

Mr. Natsu. No, we do not have. 

Mr. Dempsey. Not with respect to audit. 

Mr. Natsu. Not with respect to audit. 

Mr. Hésert. With respect to audit or cost, there is no minimum. 

Mr. Brewton. That is correct. 

Mr. Hésert. You can inspect any contract. 

Mr. Brewron. That is right, sir. 

Mr. Hésert. And you do it? 

Mr. Brewron. And we do. I would like to give you the results—— 

Mr. Hésert. I would like it. Because I will repeat that Boeing 
testified, as you already know, that in an inspection of a billion 
dollars worth of contracts, 7.6 percent were recovered. Some $76 
million were recovered. 

Mr. Brewton. Well, I am prepared to give you the results of only 
a few Convair audits of subcontractors. In the case of 22—— 

Mr. Gavin. Why a few? Why don’t you give them all? 

Mr. Hépert. No. We just want it as an indication. Go on, sir. 

Mr. Brewton. In the case of 22 settlements of final prices reached 
with subcontractors in 1958, the total costs submitted by the sub- 
contractors were $23,908,000. By reason of Convair’s audits, these 
costs were reduced to $21,498,000, or a reduction of $2,410,000, or 
over 11 percent. 

Mr. Hésert. Now that was in the area of examination of the costs, 
the actual costs—the invoices? 

Mr. Brewton. That is right. 

Mr. Héserr. And you reduced them 11 percent. Now Boeing tes- 
tified they reduced it 7.6. 

Mr. Harpy. Mr. Chairman, ask him if these are indicative. 

Mr. Héserr. Yes, I was going to ask him. Would that percentage 
hold up, do you think, in the overall picture? 
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Mr. Brewron. I doubt if it would be in the overall 11 percent. 

Mr. Hésert. That is your best foot forward. Tell me your worst 
foot forward, or backward. 

Mr. Gavin. That is why I asked why he selected a few. 

Mr. Natsu. They were not selected. 

Mr. Brewron. These are not selected, sir. These are typical ex- 
amples of what happened in the year 1958. 

Mr. He&sert. Because the committee, of course, is very conscious 
and sensitive to the fact, particularly at this moment, of inaccurate 
costs being presented at the negotiating table. 

Have you had that experience with your subs? This is a very 
small amount of money, relatively epeaiting. the $22 million. 

Mr. Brewton. It involved just 22 settlements. 

Mr. Hésert. Twenty-two settlement, and $22 million. That was 
correct—didn’t you say $22 million? 

Mr. Brewron. That is right. 

Mr. Hésert. $23 million. 

Mr. Brewron. $22,908,000. 

Mr. Héserr. Where have you found the area of recovery? Would 
that area be in padded costs? 

Mr. Brewton. For the most —s they relate to costs that are not 
recognized under section 15 of the cost principles. 

Mr. Hésert. Well, then, it is not related, then, to the possibility of 
padded invoices? 

Mr. Brewron. No, sir. 

Mr. Hésert. Well, do you look into that? 

Mr. Brewron. We do. We audit the statements completely. 

Mr. Hérerr. That is most important. As you know, as everybody 
knows today, for example, one company entered the negotiating table 
with better than $4 million above its actual costs. What was the 
figure @ 

Mr. Courtney. $4 million. 

Mr. Hésverr. The total was $4 million before they left the table. 

Mr. Courtney. $2,800,000. 

Mr. Heperr. $2,800,000 was known to be an original charge. 

Mr. Courtney. Wait a minute. Before they went to the table. 
The balance was known before the negotiations were concluded. 

Mr. Hépert. Before the negotiation was concluded, the balance 
was in excess of $4 million, which would give them a profit of 

Mr. Courtney. $1,251,000. 

Mr. Heéperr. $1,251,000, if allowed to stand. Now that is the area 
that the committee is very intensely interested in, and I think in fact 
there have been 10 such cases this year. 

Let’s get the record straight. John, suppose you state it for the 
record, 

Mr. Courtney. Yes. There have been 10 reports made by the 
Comptroller General dealing with the question of cost information 
since the first of this year. This last one to which you made refer- 
ence 

Mr. Hépert. The Lockheed matter. 

Mr. Courtney. Isthe 10th one. 

Mr. Hénerr. Is the 10th one. And this is the area of recovery and 
the area that the committee directs its attention in the major part. 
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It is the principal area in which we are interested. The experience 
of the committee has been that the greatest amount of recovery to the 
Government has been in the areas, where inaccurate figures have been 
presented at the negotiating table. 

Now is Convair conscious of that ? 

Mr. Brewton. I can only speak for the findings of our auditors, 

We have not found where our subcontractors have deliberately 
padded their costs. They have filed their cost statements and included 
the cost as shown by their books. But there have been some differ- 
ences of opinion as to—. 

Mr. Hészerr. On allowances. 

Mr. Brewron, On allowances, right. 

Mr. Hépertr. Well, these other cases, where the real blue chips come 
in, are not in differences of opinion in allowances, but in actual false 
figures being projected into the negotiations. 

Mr. Brewron. I have no information on that. 

Mr. Hé&szert. It is interesting to note that you all have not found 
that, and yet in the higher echelon, it has only been found by the 
General Accounting Oflice, which as you know is an agency of the 
Congress. The General Accounting Office has cooperated very closely 
with us, and this has enabled us to recover millions of dollars. 

It is the only question I wanted to ask. 

Now I just want to make this one comment on your map up there, 

I noticed with the exception of five States, you do have subcontracts, 

Mr. Harpy. Six States. 

Mr. Héserr. Six. 

Mr. Natsu. In six we do not have subcontracts. 

Mr. Heépert. Oh, I didn’t get way up there. It is almost out of 
the United States. But I notice Mississippi is very white there, 
It is a big white space. 

Mr. Natsu. It sure is. 

Mr. Hézerr. I just wanted to say that for my colleague’s benefit. 

Mr. Hardy ? 

Mr. Harpy. Yes. 

Mr. Chairman, just a couple of questions here. To what extent 
does the Air Force audit the books of your subcontractors, or does it 
review your audits? 

Mr. Brewron. In some cases the Air Force performs the audits and 
in other cases Convair performs the audit. There is no duplication 
of audits. 

Mr. Harpy. Well, is there an audit, then, by either the Air Force or 
Convair of 100 percent of your subcontracts ? 

Mr. Brewton. That is true, sir, insofar as CPFF and fixed price 
incentive contracts. There are no audits by Convair on straight fixed- 
price contracts. 

Mr. Harpy. Well, now, on the straight fixed-price contract, those 
are negotiated contracts, aren’t they ? 

Mr. Brewron. They are. 

Mr. Harpy. And those fixed-price contracts are negotiated on the 
basis of cost estimates that are brought to the table by the negotiators. 

Mr. Natsu. That is correct, sir. 

Mr. Brewron. That is right. 

Mr. Harpy. What effort is made to determine the validity of those 
asafollow-on? Any? 
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Mr. Brewron. They are. 

Mr. Harpy. How do you do it ? 

Mr. Brewton. We will send auditors to make a survey of the con- 
tractor’s records and his rates when he brings the rates to the ne- 
gotiating table, to make certain that these rates are reasonable. 

Mr. Harpy. So you make an examination during or prior to the 
negotiations ¢ ob 

Mr. Brrwron. That is right. 

Mr. Harpy. You don’t make any subsequent examination ? 

Mr. Brewton. No, sir. 

Mr. Harpy. The reason I asked that question: Because we went into 
one contract not too long ago where there was a fixed price contract 
that was negotiated and it proved highly excessive based on erroneous 
information brought to the negotiating table. That sometimes can 
run into an awful lot of money, if there isn’t any check on it. Where 
you have negotiated contracts, it is extremely important to be pretty 
sure that we do have accurate and up-to-date cost information. 

Mr. Natsu. That is right, sir. 

Mr. Harpy. I don’t know the extent to which it may be a factor in 
the Convair operation. But it can bea serious one. 

Mr. Natsu. Yes; it can. 

Mr. Harpy. I think that was actually the basis on one of these big 
ones that we had. I believe it was the basis of the General Motors 
contract, where there was substantial refund. 

Mr. Héserr. I think, Mr. Hardy, in the three significant contracts 
Ihave in mind at the moment, there were different patterns that were 
followed after the overcharge was discovered by the Government. 

In the Ford case, it was a subcontract for Boeing, the amount was 
some $5 million. Ford did want to pay back the money and couldn’t 
find anybody in the Government who would take the check. You 
remember that incident ? 

The Air Force, I think at that time, testified it would set a bad prece- 
dent taking money back, or something to that effect. 

In the case of General Motors, the General Motors resisted paying 
back the money on every plea that was made to them, from the ve 
initation of the overcharge, and even defended its position before this 
committee. Finally, however, they offered to pay back some $9 million, 
after the action of this committee. 

In the most recent one, of Lockheed, I am pleased to note that Lock- 
heed has seen the light, has not resisted and is now negotiating for full 
restitution. 

I think it wise at this time to say that this incident of Lockheed as of 
today is not a final instance, as the committee members well know. 
It is an area that we shall continue to explore. We have some rich 
produce in the fertile valleys. 

Mr. Harpy. Thank you, Mr. Chairman, for clarifying those points. 

Now, Mr. Chairman, I don’t want to pursue this any further. But 
Thave two general questions that I would like to ask. 

We have been discussing the Atlas and the Atlas capability. 

What requirement for propulsion into space can’t be performed by 
Atlas? What current requirement or what foreseeable requirement 
for space propulsion is Atlas incapable of performing ? 

Mr. Natsu. Mr. Dempsey. 
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Mr. Dempsey. The payload performance capabilities of the Atlas 
in combination with the two second-stages we have discussed this 
morning will accomplish all space missions up to that of sending man 
expeditions to the vicinity of the moon and beyond. 

So if we wish to send, or when we want to send a man to the moon 
and back, or to the inner planets of the solar system, we will require 
larger boost systems than the Atlas can provide. 

Mr. Harpy. Larger than the boosters now ? 

Mr. Dempsey. Yes, sir. 

Mr. Harpy. That perhaps answers the next question but I am stil] 
not clear. 

aa Titan have any capabilities with respect to propulsion into 
space 

Oar. Dempsey. The Titan missile—— 

Mr. Harpy. The Atlas missile does not have and is not capable of 
having it. 

Mr. Dempsey. It will not, sir. 


Mr. Harpy. So Titan will not have any performance capability | 


with respect to 4 Oren greater than Atlas capability ? 
Mr. Dempsey. That is right, sir. 


Mr. Harpy. Maybe we are wasting a lot of money in some other | 


areas, Mr. Chairman. 

Mr. Héserr. I don’t think we can deny that. 

Mr. Gavin. 

Mr. Gavin. You had the prime contract, I presume, for the Atlas, 
did you, when you created a separate operating division known as 
Astronautics, in which you put into the plant and building some 
$26,548,000. 

Mr. Natsu. No, we did not have the prime contract. 

Mr. Demrsey. We had a prime contract. 

Mr. Natsu. We had a prime contract to go with several other as- 
sociate contractors. 

Mr. Gavin. What I am trying to find out: Did the Air Force give 
you some assurance that you were going to secure a sufficient volume of 
business to economically justify an expenditure of $26 million? You 
wouldn’t go off and put in $26 million unless you knew where some 
business was coming from to justify that expenditure would you? 

Mr. Natsu. On the contrary, Mr. Gavin. Under the procurement 
laws, the Government may not give you any guaranty. Theoretically, 
the Government would have the right 

Mr. Gavin. Not guaranty. I said did you have some assurance! 

Mr. Natsu. Yes. We had an assurance that if our program was 
successful, if the program accomplished the goals they hoped it 





would, then there was a reasonable anticipation that this would be | 


a weapon most needed by the Air Force. 

Mr. Gavin. Yes. 

Mr. Natsu. On the other hand, if it failed—remember the Gov- 
ernment has no obligation because under their rights of termination, 
they could just walk away and say “So sorry, fellows, but it didn’t 
turn out.” 

Mr. Gavin. What surprises me is that they have been, I might say, 
giving larger allocations for land and buildings and machine tools 
and equipment to other corporations, and that you would have to 
put $26,548,000 and the Air Force only put in $15,285,000. It has 
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ysually been the reverse. The Department of the Air Force usu- 
ally puts it more. I was wondering why you seemed so confident 
a had the initiative to make such a big investment. You didn’t 
ibly request of the Air Force a larger amount of that total in- 
yestment in your buildings and machine tools and equipment. 

Mr. Nasu. I am not sure that we didn’t request. But in negotia- 
tion we agreed on this. And I think that confidence in the theory of 
an ICBM has been a historical fact of Convair. We were confident 
of that 8 years ago when it was — unpopular to be confident of that. 

Mr. Gavin. Let me ask you: “Do you have any other projects in 
mind in the way of acquisition of buildings and equipment by the 
Department of the Air Force? 

Mr. Natsu. Not that I know of. Mr. Dempsey, in the case of the 
Astronautics, is that not true—we have—— 

Mr. Demrsey. No. 

Mr. Natsu. We have no plans at the moment. 

Mr. Gavin. Nothing else in mind at all? 

Mr. Natsu. No. 

Mr. Gavin. What is the capitalization of Convair? 

Mr. Naisu. Of course, Convair is not a corporation, Mr. Gavin, as 
you know. It is an operating division of the General Dynamics 
Corp. We today have been talking primarily about Convair as one 
of the divisions of General Dynamics. It is not a corporation of its 
own. 

Mr. Gavin. Then it would take considerable time to break it all 
down ? 

Mr. Natsu. It would, indeed. 

Mr. Gavin. Actually, what I am trying to find out is how much 
General Dynamics has in Convair. What would you say ? 

Mr. NaisH. Let me try to give you an extrapolated figure in an- 
other sense. 

Let me phrase it another way. Let me give you a figure which may 
be the one you are seeking, because it is a particular figure. 

In the 3 years that have elapsed since I last appeared before your 
committee, when we were very much preoccupied with the amount of 
money being put in by the various—Government versus ourselves, in 
this 3 years Convair, that is Convair itself now, has invested 
$46,700,000 in capital equipment, and the Government to match that 
has put up $37,800,000. 

To reduce it to a percentage figure—— 

So that the total for these 3 years would show that Convair has put 
up about 55 cents of every dollar and the Government has put up about 
45 cents. 

_ Then to give you another figure that might be equally interest- 
ing 

Mr. Gavin. What do you say if we go back a little further, when 
Convair started. When did it come into existence? What year was 
that? Ican’t recall that. 

Mr. Naisu. 1923. 

Mr. Gavin. 1923. That isa long time ago. 

Mr. Natsu. It sure is. 

Mr. Gavin. You don’t remember what the original capitalization 
was at that time ? 

Mv, Natsu. No, I don’t. 
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Mr. Gavin. Consolidated-Vultee, was it ? 

Mr. Natsu. This is a long history of American development, 

Mr. Gavin. We know it is. 

Mr. Natsu. It started out as Consolidated, which was—— 

Mr. Gavrn. Give us a little background. Start with the origina) 

lant. 

: Mr. Natsu. It started out in Buffalo, N.Y. 

Mr. Gavin. Now, we will hit when it got down into Texas. 

Mr. Natsu. All right, when we got into Texas. 

Mr. Héserr. You got in Texas after California. 

Mr. Natsu. We got into Texas in about 1940 or 1941. 

Mr. Gavin. Yes. That is when I would be interested. What was 
the capitalization then ? 

Mr. Natsu. I couldn’t answer that, gentlemen. 

Mr. Gavin. I just wanted to see how it has progressed since 1941, 

Mr. Natsu. Yes. 

Mr. Gavin. That is it. Can you give us kind of a breakdown for 
the record on that ? 

Mr. Natsu. No, I don’t think I could, frankly, because I think 
this is a most complex corporate history. I wouldn’t be prepared 
to state that. To pick out one particular time and try to trace the 
development would take a great deal of research work to do, sir. 

I can give you one other figure that might be interesting to you, 
though. In that same 3 years that have elapsed since the time we 
talked to you, the General Dynamics Corp. has put more money into 
facilities than their total net earnings. 

The figure, I believe, is something like 117 million versus—it is 
$117 million of facilities we have bought in the last 3 years, during 
which period we have earned $110 million. 

So, actually, we have put more money into facilities than our total 
net earnings. 

Mr. Gavin. And the Government has put in 37 million 

Mr. Natsu. This was Convair. I picked that out as I told you—— 

Mr. Gavin. What has the Government put in General Dynamics 
Corp. in land, buildings, and equipment ? 

Mr. Natsu. I think I can give that to you—can’t I, Mr. Brewton? 

Mr. Gavin. You are talking about 3 years. You say you put $117 
million and your earnings are $110 million. 

Mr. Natsu. That is right. 

Mr. Gavin. I just wondered what the Government put in. 

Mr. Natsu. 46.6 million. 

Mr. Gavin. $46,600,000 ? 

Mr. Natsu. That is right. 

Mr. Gavin. Well, the point I am trying to make is that the Govern- 
ment, too, is participating to a great extent in investing the American 
taxpayer's dollar in the development of these weapons. 

Mr. Natsu. That is right. 

Mr. Gavin. Along with Convair. 

Mr. Natsu. Yes, sir. They are in effect lending us things. For in- 
stance, at this Astronautics plant I talked to you about, everythin 
that is of a brick and mortar type—in other words, the land and al 
the buildings. 

Mr. Gavin. Machine tools—put those in. 


WEAPONS SYSTEM MANAGEMENT 





























WEAPONS SYSTEM MANAGEMENT 337 


Mr. Natsu. We own those, too. We own the land and the build- 
ings—the so-called nonseverables; that is, the things that can’t be 

ovea. 

Mr. Dempsey. Some of the severables. 

Mr. Natsu. Some of the severables. 

The type of thing that the Government puts in, and which you can 
readily understand, is that to make these 10,000 or 15,000 computations 
we must every time an Atlas flies, requires a tremendous investment 
in these various types of computers that we talk about. Now they, 
as you know, run into the millions of dollars. 

he reason why the Government takes that stand is that if, for 
instance, the Atlas program was abandoned, you might very readily 
say that the buildings and the land could be used for something else. 
We might set up a department store, theoretically. But certainly 
these very expensive computers, which are primarily needed only to 
take care of the multiple calculations required in a missile, would not 
be useful to any other business. So that is the philosophy. 

Mr. Gavin. Let me ask you this: Do you use any of these buildings, 
machine tools, and land, for commercial purposes, or purposes other 
than Government contracts; and, if so, what do you pay the Govern- 
ment and on what basis do you pay the Government ¢ 

Mr. Natsu. Well, I can put into the record the actual rental charges 
which we have established. But by and large, we do not use the Gov- 
ernment facilities. We have enough facilities of our own to do our 
commercial work. In other instances, where a particular machine, 
let’s say, where they have, could be utilized by us, we pay them the 
standard rate, which if nobody has put in the record I would be glad 
to put in. 

Mr. Gavin. That is in. 

Mr. Natsu. There is an established rate. 

Mr. Courtney. In the ASPR? 

Mr. Natsu. It isin the ASPR, is it not? 

Mr. Courtney. That is right. 

Mr. Natsu. It is a rate established by the Government. So much 
per day. 

Mr. Courtney. Do you have that ? 

Mr. Natsu. We have it. Mr. Brewton, would you give it? 

Mr. Brewron. Yes. The production equipment from zero to 2 years 
old, the annual rental rate is 21 percent. Over 2 to 6 years of age is 18 
percent. 

From 6 to 10 years, 12 percent. 

Over 10 years, itis 9 percent. That is, per annum. 

Then on personal property and equipment, other than production 
equipment, the annual rate is 12 percent. 

Mr. Gavin. And you have in no instance used any of the Govern- 
ment’s properties or facilities for anything of a commercial nature in 
the conduct of your business ? 

Natsu. No. I don’t think I said that. I said “substantially 
not. 

Mr. Gavin. Well, substantially. 

_ What I am trying to get at: We put $46 million in to assist you 
inthe development of a particular weapon. 

Mr. Natsu. That is right. 
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Mr. Gavin. Now, if you don’t use it for the development of that 
weapon and you use it for other purposes—commercial or your own 
particular industry—do you pay the Government anything back on 
the investment they have made? That is all I am trying to find out, 

Mr. Natsu. If we use it, we certainly do, Mr. Gavin. 

Mr. Gavin. If so, how much have you paid, then, if you use it? 

Mr. Natsu. Do you have that—— 

Mr. Gavin. Somebody in your organization ought to know whether 
you use it or not, and how much you have paid. 

Mr. Brewron. Some $20,000. 
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Mr. Natsu. Well, to give you a good idea, Mr. Gavin—we won't | 


have the exact figure, but we think it would be in the area of about 
$20,000, which is a ridiculously small figure. 


Mr. Gavin. Well, some of the other corporations that have come | 


before us have made some sizable repayments. I just wondered what 
you paid back. 

Mr. Natsu. That is because we don’t use it. We don’t think that 
this rental rate is any great bargain, I might add. When you are 
going to amortize a tool off in 5 years 

Mr. Gavin. Why don’t you finance these operations yourself, with- 





out asking the Government to do so? Not only finance you in many | 


instances with land and buildings but machine tools as well. 

Then when you get the prime contract you get progress payments 
to proceed with the production of the particular weapon that you 
developed. 

What do you get in your research and development stage, before 
you are awarded a contract? What basis do you have in arriving at 
that nat with the Government? What do you think is a nominal 
charge? 

Mr. Natsu. I don’t think I thoroughly understand that question, 
Mr. Gavin. 

Mr. Kuun. What is the profit rate on your research and develop- 
ments contracts ? 

Mr. Natsu. Oh, profit rate. Generally 6 percent. 

Mr. Gavin. Six percent. 

Mr. Natsu. Yes. 

Mr. Gavin. Then what is your objective after that? After you 
have developed the weapon now and you are ready to go into pro- 
duction, what do you propose to the Government then? 

Mr. Nasu. Well, normally while it is in the development stage— 

Mr. Gavin. I say we are ready to go into production. 

Mr. Natsu. We are in full production. 

Mr. Gavin. You said you ought to be paid 6 percent on that, which 
seems to be an established figure. 


Now you are ready to go into production. I thought maybe when 


you get into production, you are not going to work on a 6 percent 
profit rate, but when you get into production, you want some additional 
incentive. 

Mr. Natsu. That is correct. 

Mr. Gavin. What is your program, then ? 

Mr. Natsu. Our program is entirely similar to the ones you have 
heard from the previous witnesses. When we go into fixed-price 
types of contracts, we generally have incentive aspects in them, whereas 
you know for every dollar we save the Government will get anywhere 
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from 80 to 90 cents of that dollar and we will get anywhere from 20 
to 10 cents of the saving. And conversely, if we go over and we spend 
more, we lost that same proportion. 

Mr. Gavin. Did that ever happen? 

Mr. Natsu. Oh, yes, indeed, it has. So we are standard with the 
other companies. . 

Mr. Gavin. Are you satisfied with that particular type of an incen- 
tive program ? 

Mr. AIsH. I am satisfied with incentive programs. 

Mr. Gavin. Not this one that you are talking about now. 

Mr. Natsu. Well, the Atlas is not an incentive contract at the mo- 
ment. The Atlas is still in the development stage. It is not an 
incentive type. 

Mr. Gavin. I am not talking about the Atlas. We have been 
listening to weapons procurement techniques. 

Mr. Natsu. Yes. 

Mr. Gavin. What I am trying to find out is what the program is 


| after you develop a weapon and you get in production? What is 


the technique to be used then ? 
Mr. Naisu. The technique used then is that we attempt to negotiate 


_ some form of fixed-price contract with incentive. 


Mr. Gavin. And the incentive program that you described here a 
minute ago, is that satisfactory to you , 

Mr. Natsu. I think the principle is reasonable. I don’t always 
agree with the rates of fee, for instance. I think the principle is 
correct. 

Mr. Hésertr. Mr. Norblad ? 

Any questions ? 

Mr. Norsiap. No. 

Mr. Héserr. Mr. Naish, in this particular program for the Atlas, 
to wrap it up, in the ultimate end, you are not in the position, or 
Convair is not in the position to tell the full cost of the program, nor 
ina position to audit the program as to its accuracy, except in the 
area of Convair itself and its subs? 

Mr. Natsu. That is correct, sir. 

Mr. Héservr. So, in other words, to repeat, this is not a single man- 
agement program. ‘The Air Force is entirely responsible. Only 
the Government can learn the actual cost of the program as related 
toits accuracy and complete amount. 

Mr. Natsu. I would say that sounds true to me. Certainly I am 
not in a position to know. 

Mr. Hépert. I mean Convair is not in position. 

Mr. Natsu. That is right. 

Mr. Héperr. Since you have associates in there. 

Mr. Naisu. That is correct. 

Mr. Héperr. It is Mulligan stew, as a matter of fact. You just 
don’t know what the ingredients in the stew cost, and the only person 
who can tell it is the man who mixes it and here the Government is 
doing the mixing. And God deliver us from the way they find out 
the exact figures. 

Now I want to clear the record on one thing. Mr. Kuhn called 
my attention to the fact in describing the General Motors situation 
that it was after General Motors had appeared before this commit- 
tee that they made their offer of compromise, having previously 
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resisted ; but this was contingent only on agreement by the Depart. 
ment of Justice not to prosecute criminally as I recall. 

Mr. Kuun. That is right. 

Mr. Hésert. I just wanted to be accurate. 

Mr. Courtney. I have no questions, Mr. Chairman. 

Mr. Gavin. Mr. Chairman, as I understood the weapons system 
concept which we have heard so much about, the prime contractor, 
after he received the prime contract, handled all subcontracts and 
coordinated the entire project. But from the testimony we have had 
here today, that doesn’t seem to be the case. In truth we are about 
where we were several years ago. 

Mr. Hésert. No. We are advanced, Mr. Gavin. We have new 
systems now. We have added systems on top of the old systems, 

Mr. Gavin. There is as much confusion and confliction in this 
system of procurement as we have ever had. 

Mr. Hépert. That is it. We are not in the same position. We 
have added more layers to the cake. 

Mr. Gavin. In other words, if you got a prime contract, you can't 
proceed to develop that particular weapon from its inception, handling 
all subcontracts and conferring periodically with the Air Force op 
matters. The Air Force has to come back and OK about everything 
that you do, if there are any technical questions that may arise on 
which you couldn’t reach a decision. It would have to be an adjudi- 
cation by various boards and the resultant delay. 

I don’t see where this system is any improvement over what we had, 
We thought that this was going to pick up a lot of lead time in the 


production of the particular weapons that we were anxious to expedite, | 


Mr. Natsu. This is an associate weapons systems management. 

Mr. Gavin. But you don’t have the complete authority to go ahead 
and do the job. That is what I am trying to get at. 

Mr. Natsu. We have various types of systems, as I told you. This 
happens to be the associate weapons systems manager concept. We 
also have other contracts in which we are the prime and single 
contractor. 

In that instance, we do have the authority you are talking about. 

Mr. Dempsey. We have it for our responsibility. 

Mr. Natsu. And in the area of our own prime contracts—remember, 
we are a prime contractor, except we are not a single prime contractor, 
In the area of cognizance of that single prime contract, we do have 





authority. We have other types where we are the single prime | 


contractor, 
Mr. Héperr. What weapons are involved in the other types where 
you have the single manager concept 4 


Mr. Natsu. Well, we have various ones. We have the B-58, for 


instance. 

Mr. Hésertr. You are the prime there? 

Mr. Natsu. Weare the prime there; that is correct. 

Mr. Héserr. That isa single management type. 

Mr. Natsu. That is, indeed. 

Mr. Héperr. You are completely responsible? 

Mr. Natsu. That is true. 

Mr. Héserr. But doesn’t the Air Force still have the power of 
veto on that program ? 
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Mr. Natsu. Yes; the Air Force has the power of veto because by 
satutory responsibility they may not abdicate the responsibility. 
They have to see that the moneys are spent and that the program 
will go. And, more importantly, since the weapon we are making 
for them is to fulfill some logistic need, they have to constantly survey 
itto see—because the need changes. 

Mr. Hésert. There, again, in that single management system con- 
cept as related to the B-58 and the Air Force having its power of 
veto——— 

Mr. Natsu. Yes, sir. 

Mr. Hésert. The responsibility is then removed from you. If 

ou select a subcontractor not agreeable to the Air Force and the Air 
Force insists on another sub, and that sub fails to perform, then it is 
the Air Force’s responsibility for having vetoed your selection. 

Mr. Natsu. That is correct, sir. 

Mr. Hézerr. So, then, again you have the responsibility but not 
theauthority. 

Mr. Natsu. To the degree of ultimate sort of supreme court respon- 
sibility, that is true. 

Mr. Hésertr. Don’t bring that word in here. 

Mr. Norsiap. They have the power to veto. That is the best way 
to describe it. 

Mr. Hever. Yes. 

Mr. Natsu. And yet I think, without belaboring the point, that 
somebody representing the Government in the expenditure of these 
funds must have the ultimate authority. I think you would have an 
even more chaotic condition and the productivity of greater excesses 
if the Government just said: “Now we are going to buy an airplane 
and from here on out, Johnny, you are on your own, you can do 
anything to it.” 

Mr. Héverr. That isit. You put your finger on why the committee 
issitting. 

Mr. Gavin. Yes. 

Mr. Hépert. Because it was our understanding of the single weapons 
management system that the Government gave the blank check to the 
contractor and said : “Now you produce this item and come back when 
itis finished.” 

Now we find out there is no such thing in existence as that. How- 
ever, besides the monetary aspect or facet of the contract, we find that 
the Government has its power to veto in the technical area. 

Mr. Natsu. Yes, sir. 

Mr. Héserr. Whereby a weapon could fail because of its power of 
veto—I am not saying they do, but we are looking at the possibilities, 
Therefore, you would have the responsibility of delivering the weapon 
and yet not have the authority to completely put in your own technical 
decisions. 

Mr. Natsu. That is true. But we still would feel a great moral 
responsibility, Mr. Chairman. If we had a veto on what we thought 
was a critical or substantial aspect of the design, we would appeal up 
tothe highest echelons of the Air Force. 

Mr. Hesert. You would fight for your position. 

Mr. Natsu. Well, we would fight for the position because we would 
have a moral responsibility. If we thought a veto made by the Air 
Force was going to in any way limit the weapon or prevent its utiliza- 
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tion as conceived, we would have this moral responsibility of goin 
to the very top and saying that we can’t in good conscience accept this 
veto. 

Now, again, we think our responsibility would be terminated at 
that point. If we went to the very top of the Air Foree—— 

Mr. Hésert. That is correct; it would be terminated. 

Mr. Natsu. Yes, sir. 

Mr. Héserr. If you are overruled. 

Mr. Natsu. That is correct. 

Mr. Hésert. And your ultimate responsibility would be terminated, 

Mr. Natsu. That is correct, sir. 

Mr. Héperr. So even in the single management system concept 
you do not have the complete responsibility—originally, you have the 
complete responsibility. 

Mr. Natsu. Yes. 

Mr. Hésert. But certainly not the complete authority. 

Mr. Natsu. That is true. Your statement that it is subject to an 
ultimate veto, I think, best describes it. 

Mr. Hésert. That is right. 

Then in the other system, the one in which the Atlas is being pro- 
duced, you have the associate contractor system. 

Mr. Natsu. Right. 

Mr. Hésert. Whereby you don’t have any responsibility, except for 
delivering your own segment of that contract. 

Mr. Natsu. Well, we do have one additional responsibility, Mr, 
Chairman. 

Mr. Hésert. What is that ? 

Mr. Natsu. We have the responsibility of the liaison or the co- 
ordination with these other sister contractors. 

Mr. Hésertr. That is a rather nebulous thing, in a way, because in 
the ultimate it is the Air Force that is the real boss in this associated 
management. 

Mr. Natsu. I think that is correct. 

Mr. Hésert. That is correct. As Mr. Dempsey said—I forget his 
expression, but where they refused to accept it, you certainly have 
a we if your performance is not up to par. Thank you very 
much. 

Mr. Gavin. If you had the sole responsibility where you didn’t 
have to come back and check and recheck and doublecheck with other 
branches of Government, do you think you could expedite the develop- 
ment of a weapon? After they have given you exactly what they want, 
as to what the weapon is and what it is expected to do and ray 
concerned with it, and turned that job over to you and you went ahea 
with the job? Do you think you could save time? 

Mr. Natsu. Let me answer it this way. When you deal with the 
Government, because of the necessary safeguards which have been 
imposed, unquestionably these take time. But let me be precise to the 


point. Most of my adult life has been spent in Defense Department | 
manufacture and I could not remember any point when a veto or the | 


question of veto by the Government on a technological matter has 
held up any weapons system. 
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In other words, they, too, you must remember, have a great sense 
of responsibility. And most of the things we talk about are in rela- 
tively insignificant areas. There have been no vetoes, for instance, in 
the many weapons systems we have developed where we came to a 
head, a clash, a head-on clash, on a technological matter and having it 
yetoed. And in no instance do I remember any serious holdup—— 

Mr. Gavin. Delays. 

Mr. Natsu. Or delay. 

Mr. Hésert. Well, maybe not within the realm of your own per- 
sonal knowledge. 

Mr. Natsu. That is right. 

Mr. Hépert. But it certainly has occurred. 

Mr. Natsu. Then it is outside the province of my experience. 

Mr. Héserr. In the airplane particularly, the usage of certain 

arts is delayed and has caused great concern. 

Mr. Natsu. Yes. 

Mr. Hépert. Where the Government has insisted. And that is the 
reason why we are trying to get the answer to these problems, which 
are very complex problems, to find out what system can be built or 
developed which will certainly reduce to a minimum these possibilities. 

Thank you very much, Mr. Naish. It is always a pleasure to have 
you with us. 

The committee will stand adjourned subject to call of the Chair. 

(Whereupon, at 12:11 p.m., the committee adjourned subject to call 
of the Chair.) 














WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, JUNE 3, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SrecIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10:16 am., Hon. F. Edward Hébert 
(chairman of the subcommittee) presiding. 

Mr. H&ésert. The committee will be in order. 

The Chair desires to make a statement at this time. 

On today we resume our hearings into another facet of our study 
of Government contracting with some emphasis on the newer con- 
cepts of weapons management. . 

After what we have heard thus far, it seems a good time to con- 
sider a very special ingredient of contractor and Government rela- 
tionship, not only in management but in pricing of Government 
contracts, particularly the negotiators’ access to and utilization of 
available cost data and profit consideration in the formation of 
contracts. 

We here are growing very concerned with the large amount of 
incentive-type contracting or premium contracting, if you want to 
call it that, which is supposed to produce more efficient and less 
costly production by the magic of larger incentive payments. 

However, in the last 6 months we have had what I consider to 
be some pretty sorry blotches on this image which has been built 
for us. 

There are two parts to these contracts. Our worries not only in- 
clude the production side but the negotiators’ table. 

You may not have totaled up the information furnished us by 
the General Accounting Office in the last 6 months but, in that time, 
the General Accounting Office has made 14 separate reports on Air 
Force procurements alone. All of them have related to the failures 
of Government negotiators in costing and pricing for incentive-type 
and other contracts. The total overestimating and overpricing 
amounted to $30 million in 14 cases. 

These 14 reports show that some $17 million of excess over cost 
either escaped attention or was overlooked in determining costs and 
in considering profits on contracts. 

The excess cost to the Government by reason of this omission, 
inefficiency, incompetence, or whatever you please to call it, was 
$6,340,000. These were incentive-type contracts. 

In another group of fixed-price contracts, the prices negotiated 
were $13,800,000 higher than the actual costs of the contractors, re- 
sulting in a profit of 30 percent which I, for one, think is beyond 
a fair and reasonable profit. 

Now the subcommittee has been concerned with the reasons why 
these things occurred and why they seem to reoccur. So I have asked, 
and the Comptroller General has kindly agreed, to have before us 
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this morning the General Counsel, the Director, the Associate Dj. 
rector, and the Assistant Director of Defense and Auditing Division 
of the General Accounting Office. 

They have consolidated in one report the individual reports of the 
last 6 months, and will explain, by category, the reasons why this 
overpricing and overestimating seems to have occurred, the remedies 
which have been proposed, together with comments from the Depart. 
ment of the Air Force, the service involved in all 14 reports. 

Mr. Robert F. Keller, Mr. Lawrence J. Powers, Mr. Charles Baile 
and Mr. James Hammond are present and will present the report 
of the General Accounting Office to the subcommittee. 

This morning our special counsel, Mr. Courtney, is in attendance at 
a Senate hearing which is not concluded. Mr. Robert Smart, chief 
counsel of the Armed Services Committee, has kindly agreed to act 
as counsel for the subcommittee for today. 

Following our custom, I will ask the witnesses to proceed without 
interruption in their statements so we shall have the full picture before 
the questioning commences. 

Gentlemen, I understand Mr. Powers is to assume the burden of 
the presentation. If you will proceed, I will again ask the members 
of the committee to cooperate in not interrupting until we have the 
full picture before us, and then we ask you to submit to questioning, 


STATEMENT OF L. F. POWERS, GENERAL ACCOUNTING OFFICER 


Mr. Powers. Mr. Chairman and members of the subcommittee, we 
appreciate the opportunity to appear before your subcommittee to 
present our findings, conclusions, and recommendations resulting from 
our examinations of the pricing of selected prime contracts negotia- 
ted by the Department of the Air Force and subcontracts negotiated 
by Air Force prime contractors. 

Our views are presented in summary form in the Comptroller Gen- 
eral’s report to the Congress of May 29, 1959, B-132942, copies of 
which have been furnished to this subcommittee. By reference to 
the first page of our report, it will be noted that during the past 12 
months we have submitted to the Congress 14 separate reports per- 
taining to inadequate use of cost data in the pricing of prime contracts 
negotiated by the Department of the Air Force and subcontracts nego- 
tiated by Air Force prime contractors. The contracts and subcon- 
tracts were for the procurement of airplanes and airplane equipment 
from the following contractors: 








Contractor | Date | File 
| submitted number 








McDonnell Aircraft Corp___....._--- ; May 21,1959 | B-132036 
Boeing Airplane Co are : May 19,1959 | B-118715 
Lockheed Aircraft Corp_-____-- a May 6,1959 | B-118603 
General Precision Laboratory, Inc_- | May 26, 1959 | B-133146 


The Cessna Aircraft Co ae as 


| 
| 
| 
May 14,1959 | B-133122 
| 
| 


Rheem Manufacturing Co_____- ‘ eee . res : ..| May 13,1959 | B-118729 
Friden, Inc. ; : weet ..| Mar. 26,1959 | B-133145 
Avco Manufacturing Corp, Crosley Division eacdcousevdcecescdescsicu-c} MARE, 22, 000 ieee 
Menasco Manufacturing Co-___- SRS} Feb. 20,1959 | B-13314 
Avtron Manufacturing, Inc___- ef: i? | Dec. 8, 1958 | B-133108 
General Motors Corp., AC Spark Plug Division. 5 hee kt - do B-133021 
The Firestone Tire & Rubber Co_____._____......._._._._____. : | Oct. 14,1958 | B-133056 
Goodyear Aircraft Corp., Arizona Division.........................-- ; Aug. 29,1958 | B-118787 
Lambert Engineering Co < hE See Oe Te <2 June 5,1958 | B-132942 
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Our examinations were directed to the Licoar J of selected major 
negotiated contracts and subcontracts awarded by the Department 
of the Air Force and its prime contractors. The Government’s finan- 
cial interest in the pricing of subcontracts stems from the fact that 
the prices of prime contracts usually include actual or estimated costs 
tothe prime contractor for subcontracted items. This is a particularly 
important pricing factor in the production of airplanes and airplane 
guipment since major components and assemblies are frequently 
obtained by prime contractors from subcontractors. 

Under firm fixed-price and price-redeterminable prime contracts, 
ests for subcontracted items are included in the prime contract price 
m the basis of subcontract prices known or estimated at the time 
of negotiation of the prime contract. Under incentive-type prime 
entracts the target prices are established on the basis of known 
or estimated costs, and the ultimate price borne by the Government, 
in effect, includes the actual costs to the prime contractor of subcon- 
tracted items. 

The target costs for incentive-type contracts are established at the 
inception of the contract or early in its performance and are used 
as the basis for computing (1) the basic target profit, which when 
added to the target costs makes up the target price, and (2) the 
contractor’s incentive participation in cost increases or reductions, 
which is determined by comparing the costs actually incurred in 
performing the contract with the target costs, _ 

Since the prices of prime contracts usually include actual or esti- 
mated costs to the prime contractor for subcontracted items, such sub- 
contract costs are ultimately borne by the Government as cost reim- 
bursement to the price contractor or as an element in negotiating the 
prime contract price. It should be recognized, therefore, that weak- 
nesses in prime contractors’ award and administration of subcontracts 
and in the Air Force’s control over the pricing of subcontracts may 
contribute to the negotiation of unrealistically high prices to the Gov- 
emment to the same extent as weaknesses in the control by the Air 
Force over the pricing of prime contracts. 

(Portion of report not read is as follows :) 

Our examinations have been made pursuant to our broad responsibility to 
examine and report to the Congress on expenditures of Government funds under 
the Budget and Accounting Act, 1921 (31 U.S.C. 53), and the Accounting and 
Auditing Act of 1950 (81 U.S.C. 67). Our examinations included reviews of 
pertinent records of contractors pursuant to the authority of the Comptroller 
General to examiner contractors’ records, as set forth in 10 U.S.C. 23813(b). 
The scope of our audit work is described on pages 42 and 43 of this report. 


HIGHLIGHTS 


' Negotiated prices not fair and reasonable 


Our examinations of prime contracts and subcontracts covered by this re- 


| port disclosed a number of instances in which fair and reasonable prices were 





hot negotiated. Our examinations of target costs and other cost estimates 
disclosed excess estimates of about $17 million, which unless adjusted would 
result in excess costs to the Government of about $6,340,000. 

In addition, we found that negotiated prices totaling about $58,700,000 were 
tnreasonably high and had been negotiated without adequate consideration of 
available information. In these cases, we found that selling prices exceeded 
the costs by about $13,800,000, or about 30 percent. 

Of course a portion of this difference represents appropriate compensation 
for performance of the contracts. We believe, however, that a_ significant 
ortion can be attributed to the procurement deficiencies summarized in this 
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report and described more completely in the individual reports listed on page 
1. With respect to the findings included in these reports, about $2,860,000 has 
been recovered by refund or avoided by contract pricing actions and ap 
adjustment which will result in savings in excess of $1,250,000 has been offereg 
to the Government. 

The individual reports show that excessive prices were negotiated for firm 
fixed-price prime contracts and excessive target prices were negotiated for 
incentive-type prime contracts, firm fixed-price prime contracts and subcontracts 
were used when another form of contracting would have been more appropri- 
ate, an option to redetermine a prime contract price on the basis of more 
current cost data was not exercised, and excessive fixed prices were establisheg 
for subcontracts. 

In most of these instances the negotiation of unreasonably high prices may 
be attributed to deficiencies in (1) control by the Air Force over the pricing 
of prime contracts and (2) control by the Air Force and by its prime eop. 
tractors over the pricing of subcontracts. The principal weakness noted jn 
Air Force control over prime contract prices was the failure of the Air Force 
to require its contracting officials and the prime contractors to give sufficient 
consideration, in estabilshing prime contract prices, to cost data available 
at the time prices were negotiated, particularly with regard to subcontracteq 
items. 

The principal weakness noted in control of subcontract prices was the failure 
of both the Air Force and the prime contractors to require that sufficient 
consideration be given, in establishing prices, to cost data available at the 
time the prices were negotiated. 

Instances of excessive pricing under prime contracts and their causes are 
as follows: 

1. Prime contractors included in their target costs for fixed-price incentive 
type contracts (1) prices for subcontracted items which were substantially in 
excess of prices established with subcontractors and known to the prime con- 
tractors before submission of their proposed prices or before negotiation of the 
prime contract target prices or (2) other estimates of costs which were clearly 
excessive considering information available at the time. The Air Force reviews 
of the support for the prime contractors’ proposals were inadequate to disclose 
the significantly excessive cost estimates. 

2. Firm fixed-price prime contracts were negotiated at unreasonably high 
prices for items which had not been previously produced or for which there 
was insufficient cost experience. The Air Force did not (1) require the prime 
contractors to furnish detailed cost estimates from which to determine the 
reasonableness of the prices, or (2) provide for price redetermination after cost 
experience had been gained, which would have been appropriate under the 
circumstances. 

3. Firm fixed-price prime contracts for follow-on production were negotiated 
at excessive prices because of acceptance by the Air Force of the contractors’ 
high projected costs, without giving adequate consideration to the contractors’ 
previous cost experience in producing the items. 

4. A price-redeterminable prime contract was redetermined at a price higher 
than justified because of failure of the Air Force (1) to obtain and review 
available data on the contractor’s prior cost experience and (2) to require a 
second price redetermination on the basis of such data. 








5. An excessive price was negotiated for a prime contract because the Air 


Force accepted charges of $1,133,500 which the contractor included in error in 
its pricing proposal. 

Instances of excessive subcontract pricing, together with the weaknesses which 
permitted them, follow : 


1. Unreasonably high prices proposed by a subcontractor based on estimated | 


eosts which were higher than those known by the subcontractor, and to a large 
extent by the prime contractor, to have been incurred were accepted by the prime 
contractor. The Air Force, in reliance upon the prime contractor, did not 
require it to assure that the prices reflected the best available cost information. 

2. Firm fixed-price subcontracts were negotiated with a supplier at unreason- 
ably high prices on the basis of the subcontractor’s estimates without either 
the Air Force’s or the prime contractors’ requiring the subcontractor to furnish 
evidence of the reasonableness of the proposed prices. 

3. Excessive firm fixed-price subcontracts were negotiated for articles which 
had not been previously produced and for which there consequently was insuff- 
cient cost experience to use as a basis for negotiating fair and reasonable prices. 
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The prime contractor did not adequately analyze and evaluate the cost estimates 
and the Air Force did not require the prime contractor to do so. 

4, Firm fixed-price subcontracts were negotiated at prices which were (1) un- 
reasonably high in relation to the costs previously incurred by the subcontractors 
and (2) not supported by information concerning the subcontractors’ prior cost 
experience, or by the details considered by the subcontractors in arriving at the 
proposed prices. The prices proposed were accepted without requiring the 
subcontractors to submit cost information in support of the prices and without 
action by the Air Force with reference to the inadequacy of the prime contractors’ 
subcontracting practices. 

5, Proposed subcontract prices, which were excessive in relation to the cost 
experience of a sole source subcontractor, were accepted by the prime con- 
tractors Without analysis or comparison with the subcontractor’s cost experience 
and without the Air Force requiring such action. 

The Air Force comments on these reports indicate that the agency has given 
serious consideration to our findings and has initiated action to adjust prices in 
certain instances and to make certain improvements in the negotiation and 
administration of contracts with respect to the deficiencies disclosed by our 
reviews. We consider the improvements made by the Air Force in its contracting 
activities important, but we believe that it is necessary for the Air Force to 
further strengthen its controls over the pricing of prime contracts and 
subcontracts. 

Accordingly, with respect to prime contract pricing, we are recommending 
that the Air Force require its contracting personnel to obtain better assurance, 
through examination of contractors’ records, that the amounts proposed for 
significant elements of cost are reasonable and that the cost data furnished 
include the most current, complete, and accurate information available to the 
contractor. 

With respect to subcontract pricing, we are recommending that the Air Force 
require its prime contractors to generally obtain from their major subcontractors 
(1) information on prior cost and production experience, where such data are 
available, and (2) detailed analyses of estimated costs in support of proposed 
subeontract prices. 

We are recommending, also, that the Air Force exercise closer controls over 
the effectiveness of prime contractors’ subcontracting practices by (1) verifying, 
ona test basis, that cost information being used by prime contractors in negotiat- 
ing prices of major subcontracts is current, complete and correct, and (2) eval- 
uating the prices of major subcontracts, in reiation to known and estimated 
costs of performance, to determine whether prime contractors are negotiating 
fair and reasonable subcontract prices. 


NATURE OF THE CONTRACTS AND SUBCONTRACTS EXAMINED 


Where contracts cannot be awarded on the basis of full and free competition 
under advertised bid and award procedures, which is the perferred method of 
Government procurement, the Congress has authorized the military departments 
to place contracts by negotiation under circumstances specified in the Armed 
Services Procurement Act of 1947. 

Procurement by negotiation is designed for use in situations in which pro- 
curement by advertised bidding is either impracticable or inappropriate. Nego- 
tiated contract prices must be based largely on estimated costs to produce the 
articles required, and the Government generally does not have the assurance 
of fair and reasonable pricing normally afforded by the forces of competition. 
Such estimates must therefore be as sound and realistic as possible in order 
to arrive at fair and reasonable prices. 

Along with authorizing the use of negotiated contracts, the Congress has 
provided for the examination by the General Accounting Office of contractors’ 
records relating to such contracts. Our primary objective in examining con- 
tractors’ records is to determine whether Government funds have been effec- 
tively and efficiently used. 

Our examination is necessarily selective in its applications. * To acco plish 
the most constructive results within our limited resources, we believe { st it 
is essential for us to concentrate our attention on specific areas of apparent 
weakness and that action to correct deficiencies is most effectively stimulated 
by demonstration through spectic examples. Our examination of defense con- 
tract activities, therefore, is directed toward reporting to the Congress and 
also to the agencies areas of weakness and unnecessary cost to the Govern- 
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ment, rather than toward overall evaluations of procurement programs or 
contractors’ activities. With respect to the matters which we do inquire into, 
we make every effort to obtain all pertinent information and afford all interesteq 
parties an adequate opportunity to present their views. 

The examinations covered by this report included (1) prime contracts nego. 
tiated by the Air Force under authority granted by the Armed Services Pro- 
curement Act and (2) subcontracts negotiated under Air Forces prime contracts, 
Negotiated subcontract prices are generally based largely on estimates of cost 
to produce the items, and in this respect subcontracts have essentially the 
same attributes as prime contracts. } 

The negotiated contract is used very extensively in military procurement 
because of the specialized nature of the items procured and the limited sources 
of supply. While competition among contractors might be effective in some 
cases in encouraging them to establish relatively low prices, as a practica) 
matter this factor is not, in many instances, a material consideration. 

Once the Government has been committed under a major procurement program 
to a selected contractor, effective competition may no longer exist. By this 
time the Government has frequently made costly investments in facilities and 
the contractor has acquired, often at considerable expense to the Government, 
engineering and production experience. 

Under these circumstances, there is little likelihood of follow-on procurements’ 
being made from other than the selected contractor and competition is, accord- 
ingly, virtually nonexistent. 

Every effort should be made to negotiate fair and reasonable prices, and, 
in this connection, a price should not be regarded as unfair merely because 
it is not profitable to the contractor. There are many compelling reasons 
for contractors to bid low or submit low cost estimates to obtain an award. 

Contracts are sometimes undertaken at a loss to acquire production know-how 
in order to improve the contractor’s competitive position for obtaining profitable 
follow-on contracts. In other instances they may be undertaken to broaden 
the contractor’s production base upon which to distribute fixed charges. These 
are the normal competitive forces inherent in our system of free enterprise, 
and the fact that a contractor incurs a loss does not necessarily mean that it 
is due to inequitable contracting on the part of the Government. 

On the other hand, the fact that, in a particular instance a contractor realizes 
a greater than normal profit does not necessarily signify inequitable contracting 
on the part of the contractor. We recognize that contractors should benefit 
where they achieve significant cost reductions due to economies or efficiencies 
beyond those normally to be expected and considered in negotiations. 

We realize fully that the costs of performing a contract may vary substan- 
tially from those estimated at the time the contract is negotiated. This may 
result from unusual efficiency or from unjustified waste in performing the 
contract. 

In this event, the contractor may gain or lose substantially, and properly 
so. The contractor may also gain or lose from unanticipated changes in the 
general price level or in other factors affecting costs of performance. Such 
risks are inherent in contracting. 

On the other hand, variations in costs may also result from unrealistic 
cost estimates. Unrealistically high estimates have been a serious problem 
where proper recognition has not been given by both of the contracting parties 
to pertinent costs and other data available at the time of the price negotiations. 

The buyer’s lack of knowledge and adequate consideration of the latest cost 
data available to the vendor in establishing prices is the most important weak- 
ness observed in the cases covered by this report. This has resulted in ex- 
cessive prices being paid by the Government. 

In view of the importance of cost estimates in establishing negotiated contract 
prices, it is essential that these estimates reflect sound and reasonable projec- 
tions of the best cost information which is available. It is equally important 
to have knowledge of the lack of sound and reasonable bases for cost estimates 
since where such conditions exist, although it is proper to negotiate contracts, 
the type vf such contracts to be used would differ from the type which would 
be appropriate where the cost estimates are sound. 

It is appropriate to use firm-priced contracts where the cost estimates are 
based on sound cost data, but, where satisfactory cost data in support of esti- 
mates are not available, contracts should provide for revision of the price after 
sufficient data are available or they should be negotiated on a cost-reimbursement 
basis. 
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The prime contracts and subcontracts included in our examinations, as listed 
on page 1, were all of the fixed-price type as distinguished from the cost- 
reimbursement type of contract. They included firm fixed-price, fixed-price 
incentive, and price-redeterminable prime contracts and subcontracts, as de- 

below. 
arte fixed-price contract.—The price is generally established at the time the 
contract is awarded and is not subject to adjustment by reason of the cost ex- 
perience of the contractor in performance of the contract. 

Since firm fixed-price contracts do not include provision for adjustment, even 
if the actual costs ultimately incurred are significantly lower or higher than 
the estimates on which the price was based, contractors retain under this type 
of contract 100 percent of any savings and bear 100 percent of any amount by 
which the actual costs may exceed the estimates. 

Although this type of contract provides the contractor with a maximum in- 
centive to perform economically and efficiently, it also provides the contractor 
with an incentive to try to obtain as high a contract price as he can. To safe- 
guard the Government’s interest in this situation, it is very important for agency 
contracting officials to review carefully contractors’ proposed prices, with 
particular attention to the reasonableness of contractors’ cost estimates. 

Fized-price incentive contract.—A target cost and basic target profit are 
established at the time the contract is awarded or early in its performance. The 
final price is negotiated after performance of the contract on the basis of costs 
actually experienced under the contract. To encourage efficiency and economy 
in performing the contract, the basic target profit is increased or decreased by 
a percentage of the amount by which the final costs of performance, as negotiated 
by the parties, are less than or greater than the target cost. The final price thus 
includes reimbursement for costs of performance plus a profit factor established 
on the basis of a formula set forth in the contract. 

Cost estimates are very important in the pricing of incentive-type contracts 
because they are used in establishing the target cost, which serves as the basis 
for computing the target profit and the incentive profit. 

Although the incentive-type contract provides the contractor with an incentive 
to perform at lower cost than the target cost since the contractor shares in cost 
underruns, no distinction is made between cost underruns resulting from effi- 
ciency and those apparent cost savings resulting from too high a target cost. 
The contractor, therefore, has an incentive to try to negotiate as high a target 
cost as possible, including higher than necessary estimates of subcontract costs, 
with the expectation of increasing its incentive profit participation by securing 
lower subcontract prices. The fact that the basic target profit is computed as 
a percenage of target cost serves as a further inducement toward negotiating a 
high target cost, including high estimated subcontract costs. 

Because of the key role played by cost estimates in determining target profit 
and incentive profit and because it is to the monetary advantage of contractors 
to obtain high target costs, it is essential for agency contracting officials to make 
every effort to assure that cost estimates used in negotiating target costs for 
incentive-type contracts are fair and reasonable. 

Price-redeterminable contract.—A tentative price is established at the time the 
contract is awarded, and this price is usually revised to a firm price in nego- 
tiations conducted after the contractor has obtained a stipulated amount of cost 
and production experience. It is to the contractor’s financial advantage to 
negotiate as high a redetermined price as possible, since any savings between 
the redetermined price and the contractor’s actual costs are retained by the 
contractor. It is essential, therefore, for agency contracting officials to make 
every effort to assure the reasonableness of the cost estimates used in negotiating 
final prices of price-redeterminable contracts, including the reasonableness of 
subcontractors’ prices. 


Mr. Powers. Mr. Chairman, our findings and conclusions and recom-/ 
mendations begin on page 16 of the Comptroller General’s report, 
which I will now read from. 

First, negotiated prices not fair and reasonable. 

Our examination of prime contracts and subcontracts covered by 
this report disclosed a number of instances in which fair and reasonable 
prices were not negotiated. Our examinations of target costs and 
other cost estimates disclosed excess estimates of about $17 million, 
which unless adjusted would result in excess costs to the Government 
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of about $6,340,000. In addition, we found that negotiated prices 
totaling about $58,700,000 were unreasonably high and had been 
negotiated without adequate consideration of available information, 

n these cases, we found that selling prices exceeded the costs b 
about $13,800,000 or about 30 percent. Of course, a portion of this 
difference represents appropriate compensation for performance of 
the contracts. We believe, however, that a significant portion can be 
attributed to the procurement deficiencies summarized in this report 
and described more completely in the individual reports listed on 
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age 1. 
‘ With respect to the findings included in these reports, about $2,860,- 
000 has been recovered by refund or avoided by contract pricing actions 
and an adjustment which will result in savings in excess of $1,250,000 
has been offered to the Government. 

The individual reports show that excessive prices were negotiated 
for firm fixed-price prime contracts and excessive target prices were 
negotiated for incentive-type prime contracts, firm fixed-price prime 
contracts and subcontracts were used when another form of pricing 
would have been more appropriate, an option to redetermine a prime 
contract price on the basis of more current cost data was not exercised, 
and excessive fixed prices were established for subcontracts. 

In most of these instances the negotiation of unreasonably high 
prices may be attributed to deficiencies in (1) control by the Air Force 
over the pricing of prime contracts and (2) control by the Air Force 
and by its prime contractors over the pricing of subcontracts. The 
principal weakness noted in Air Force control over prime contract 
prices was the failure of the Air Force to require its contracting 
Officials and the prime contractors to give sufficient consideration, in 
establishing prime contract prices, to cost data available at the time 
prices were negotiated, particularly with regard to subcontracted 
items. 

The principal weakness noted in control of subcontract prices was 
the failure of both the Air Force and the prime contractors to require 
that sufficient consideration be given, in establishing prices, to cost 
data available at the time the prices were negotiated. 


SUMMARIES OF INDIVIDUAL REPORTS 


The findings presented in each of the individual reports covered 
by this report are summarized below. 

1. McDonnell Aircraft Corp (B-132936) 

Cost estimates, submitted by McDonnell Aircraft Corp., St. Louis, 
Mo., and used in negotiating the target price of $102,460,000 for 
F-101A airplanes under contract AF 33(600)-23393, contained esti- 
mated subcontract costs for certain purchased equipment which were 
higher than maximum prices established by McDonnell with its sup- 

hers before the target price negotiations. 

McDonnell’s proposal was based on prices of purchase orders issued 
under a preceding contract and in effect at the time the proposal was 
submitted. However, before the target price of contract AF 33 (600)- 
23393 was negotiated, McDonnell awarded purchase orders to its 7 
nw! at lower prices for items required under contract 23393. : 

onnell did not furnish, and the Air Force did not obtain and consider, 























sS_war YF eS. UST lUD Gm OUTS lUlUMWCDOUDM CW 


Se 














WEAPONS SYSTEM MANAGEMENT 353 


the information on the lower subcontract prices and, consequently, 
the target costs were excessive by about $5,193,000 and the Govern- 
ment will incur excessive costs of about $1,506,000 unless the contract 
rice is adjusted. We have recommended to the Secretary of the Air 
Force that action be taken to obtain an appropriate adjustment with 
respect to the excessive costs included in the target price of contract 
AF 33 (600) -23393. 
9, Boeing Airplane Co. (procurement of spare parts) (B-118715) 

Proposed target prices for certain spare parts for B—52 airplanes, 
submitted by Boeing Airplane Co., Seattle, Wash., and accepted by 
the Air Force for contracts AF 33(600)-22119 and 28223, contained 
estimated subcontract costs higher than prices which had been estab- 
lished by Boeing with its subcontractors. Boeing did not disclose 
tothe Air Force, and the Air Force did not obtain and consider, in- 
formation on the lower subcontract prices which was known to the 
contractor at the time the pricing proposals were submitted. 

As a result of using higher estimated subcontract costs for the 
spare parts, target costs totaling about $72,700,000 were excessive by 
about $5,022,465. This amount was reduced to $4,326,900 after giving 
eflect to adjustments of $695,565 made by Boeing subsequent to our 
inquiries. We estimate that excess cost to the Government, after con- 
sidering savings of $187,295 from the above adjustment, will amount 
to about $1,211,530 unless the prices are further adjusted. We have 
recommended to the Air Force that steps be taken to obtain appropri- 
ate adjustments from Boeing. 

8. Lockheed Aircraft Corp. (B-118693) 

Under two fixed-price incentive-type prime contracts with Lockheed 
Aircraft Corp., Marietta, Ga., for C-130A airplanes, target prices in- 
cluded $36,529,900 for estimated costs of airframe components sub- 
contracted to other companies. We found that the target prices in- 
cluded amounts for subcontracted airframe components which were 
$2,844,000 in excess of Lockheed’s anticipated costs for these items 
based on firm price quotations obtained by the contractor before the 
target price proposals were submitted. 

In addition, information showing that a subcontractor had reduced 
its price $1,266,600 from the amount included in the prime contractor’s 
proposal was known to contractor officials at the time of negotiations 
but this information was not furnished to the Air Force nor used in 
establishing target prices. As a result, the target prices were exces- 
sive by about $4,110,600, and the Government will incur additional cost 
of about $1,251,000 unless the prices are adjusted. 

We recommended to the Air Force that every effort be made to 
adjust the target prices in the negotiation of final prices. We were 
advised by the Air Force on May 13, 1959, that the contractor had 
agreed to a reduction in the contract target price in excess of the 
4,110,600 disclosed by our examination. 

4. General Precision Laboratory, Inc. (B-133146) 

The target prices, totaling $22,547,235, for two incentive-type prime 
contracts for radar systems negotiated by the Air Force with General 
Precision Laboratory, Inc., Pleasantville, N.Y., included overestimates 
of about $500,700 because of inadequate reviews by agency officials of 
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the contractor’s estimated costs. Under the incentive provisions of 
the contracts, additional cost to the Government of $150,200 will re- 
sult unless an adjustment is made. We have been advised by the 
Air Force that equitable adjustments will be made when final priceg 
are negotiated. 

§. The Cessna Aircraft Co. (B-133122 

Firm fixed-price purchase orders totaling $6,324,970 were issued to 
the Cessna Aircraft Co., Wichita, Kans., by Boeing Airplane Co, 
Wichita, Kans., for production of stabilizer assemblies and related 
tooling for B-52 airplanes although Cesna had not previously pro- 
duced such stabilizers and consequently was not in a position to prepare 
realistic cost estimates upon which to base its proposals. 

Since Cessna’s proposal was the lower of the two quotations re- 
quested and received by Boeing, Cessna received the award at the price 
it proposed. The price was 37 percent higher than the costs of 
$4,621,329 subsequently incurred by Cessna in performing the con- 
tract. The use of firm-priced subcontracts was not appropriate, in 
our opinion, in view of the lack of experience of producing the stabi- 
lizers and the limited competition obtained by Boeing. A form of 
flexible pricing, providing for revision of the price after Cessna gained 
sufficient cost experience, should have been used. 

Also, the target price for Boeing’s prime contract AF 33 (600)- 
26235 included estimated subcontract costs of about $248,000 for 
certain items of tooling, as proposed by Cessna. Boeing and Cessna 
should have known, at the time the prime contract target price was 
nagennins, that Cessna would not require this tooling. Cessna later 
voluntarily reduced its price to Boeing by $242,810 to eliminate the 
cost of this tooling, but Boeing’s target price was not reduced to 
recognize Cessna’s price reduction. Since Boeing’s prime contract 
was of the incentive type, Boeing may benefit by about $68,000 as 
a result of including the estimated cost of the unnecessary tooling 
in the prime contract target price negotiated with the Air Force. 
We have been advised by the Air Force that, at the time of final 
settlement of the prime contract, an adjustment will be made for 
inequities resulting from the manner in which the target price was 
established. 


6. Rheem Manufacturing Co. (B-118729) 

Rheem Manufacturing Co., Downey, Calif., accepted unreasonably 
high fixed-price purchase order prices quoted to it by a supplier of 
vertical stabilizer tips for model F-100 airplanes without obtaining 
cost information from the supplier in support of the prices quoted, 
which totaled about $513,200. The Government ultimately bore ex- 
cessive costs of about $178,000, since the purchase orders were issued 
by Rheem under incentive-type subcontracts awarded to it by an Air 
Force prime contractor holding incentive-type prime contracts. 

We believe that closer supervision by the prime contractor and the 
Air Force over Rheem’s subcontracting activities would have resulted 
in negotiation of more reasonable prices for the vertical stabilizer 
tips. 

7. Friden, Inc. (B-133145) 


Our review of the two firm fixed-price prime contracts with Friden, 
Inc., San Leandro, Calif., disclosed that the prices, which totaled about 
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$985,000, were excessive because agency contracting officials did not 
give adequate consideration to the contractor’s previous cost expe- 
rience. Asa result of our review, the price of one of the contracts was 
reduced $128,005 and a pending contract was awarded on a price- 
redeterminable basis. The firm price of $768,000 established for this 
contract in subsequent price-redetermination negotiations was about 
$446,200 lower than the price originally proposed by Friden. 

We believe that further savings might have been realized if Air 
Force contracting officials had given adequate consideration to avail- 
able cost data in redetermining the price of this contract and had also 
exercised their option to request a second price redetermination. 

8. Avco Manufacturing Corp., Crosley Division (B-133143) 

An excessive price was negotiated for contract AF 33(600)-31100 
with Aveo Manufacturing Corp., Crosley Division, Cincinnati, Ohio, 
because the Air Force accepted excessive costs which the contractor 
included in error in its pricing proposal for fire control systems for 
B-52 airplanes. The contract price of $15,400,000 was based on 
recorded costs to June 30, 1957, and projected costs to complete the 
contract. Included in the contractor’s costs was about $1,133,500 rep- 
resenting the cost of excessive quantities of several components. 
These components were not required for use on this contract but were 
actually acquired by the contractor for use in performing under an- 
other acquired by the contractor for use in performing under another 
contract. 

We brought this matter to the attention of representatives of the 
contractor, who acknowledged that errors had been made in recording 
contract costs and refunded $1,133,500 to the Air Force. We were 
also informed by the contractor and the Air Force that action had 
been taken to prevent, in the future, pricing errors of the type disclosed 
by our review of this contract. 


9. Menasco Manufacturing Co. (B-133144) 

Prices proposed by Menasco Manufacturing Co., Burbank, Calif., 
as a subcontractor producing landing gears for F-102A and T-33 
airplanes, were generally accepted by Air Force prime contractors 
without requiring the subcontractor to submit cost information in 
support of the prices, and consequently there was no assurance that 
the prices were reasonable. Each of these landing gears was produced 
in quantity by Menasco over a period of several years under various 
subcontracts issued by the price contractors. 

Consequently, Menasco accumulated information on costs of pro- 
duction which was available at the time the succeeding subcontracts 
were issued. Despite the availability of this cost data, which would 
have shown a lack of close pricing, the prime contractors did not 
obtain this information as a part of their evaluation of the reasonable- 
ness of prices proposed by Menasco. 

In producing F-102A landing gears, Menasco’s costs amounted to 
about $10 million on sales of about $13 million during the 5-year 
a ended June 30, 1957; in producing T-33 landing gears, 
Menasco’s costs amounted to about $13,200,000 on sales of $16,100,000 
during the 4-year period ended June 30, 1957. After we brought our 
findings to the attention of the Air Force and the contractors, action 
was taken in this instance to obtain additional information upon which 
to negotiate prices for landing gear purchases. 
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10. Avtron Manufacturing, Inc. (B-133103) 


Firm fixed-price contracts and subcontracts, totaling about $693,000, 
were negotiated by the Air Force and Air Force prime contractors, 
with Avtron Manufacturing, Inc., Cleveland, Ohio, for airplane 
electrical control system testers without competition being obtained 
and before there was suflicient cost experience to use as a base for 
negotiating prices. Further, certain of Avtron’s pricing proposals, 
which in some instances included estimates of costs clearly excessive 
in the light of cost data available at the tiiue, were accepted without 
adequate review or analysis by the Air Force or its prime contractors, 
After we brought our findings to the attention of the contractor, 
Avtron voluntarily refunded $52,000 to the Air Force. 

11. General Motors Corp., A-C Spark Plug Division (B-133021) 

In negotiating firm fixed prices totaling about $7,800,000 for kits to 
modify bombing navigational computer systems, the Air Force did 
not obtain sufficient cost data from General Motors Corporation, A-C 
Spark Plug Division, Milwaukee, Wis. The agency did not have 
prior experienced cost or price data for evaluating prices for the 
initial order of 1,416 modification kits since such kits had not been 
previously produced nor did the Air Force require the contractor to 
furnish detailed support for his estimated costs of component parts, 
which comprised a substantial portion of the estimated total costs. 

With regard to an additional 515 kits ordered later, the contractor 
overestimated the costs of materials because the most current available 
cost information was not used in preparing the pricing proposal. The 
Air Force accepted the price proposed without adequate analysis. 
Consequently, contract prices for the 1,931 kits were unreasonably 
high. In performing the contract, the contractor incurred costs of 
$975,000 less than the amount contemplated in price negotiations. 

After we brought our findings to the attention of officials of the 
Air Force and the contractor, the contractor voluntarily refunded 
$750,000 to the Air Force. 

12. The Firestone Tire & Rubber Co. (B-133056) 

Prices proposed by the Firestone Tire & Rubber Co., Los Angeles, 
Calif., as a subcontractor producing fuel cells for B-52A and T-33A 
airplanes, were generally accepted by the prime contractors without 
requiring Firestone to furnish evidence of the reasonableness of the 
proposed prices. Consequently, fuel cell prices were consistently 
higher than cost experience, available at the time prices were estab- 
lished, appeared to warrant. Firestone’s costs amounted to $8,746,000 
on fuel cell sales of $11,824,000 during a 3-year period ended October 
31, 1956. We have been advised recently that Firestone has agreed 
to furnish estimates of projected fuel cell costs in all future 
procurements. 

13. Goodyear Aircraft Corp., Arizona Division (B-118787) 

Prices for canopy assemblies and windshield assemblies produced 
by Goodyear Aircraft Corp., Arizona Division, Litchfield Park, Ariz, 
for the prime contractor supplying F-102A airplanes to the Air Force 
were based in part. on cost estimates, although actual cost information 
was available at the time prices were negotiated. The prices of can- 
opy assemblies included about $325,000 to cover the estimated cost of 
certain purchased parts, although actual cost information known t@ 
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both Goodyear and the prime contractor showed that Goodyear’s 
actual cost to purchase these parts would be substantially lower. 
After we hevnglt this finding to the attention of responsible officials, 
a price reduction of $164,920 in the price of canopy assemblies was 
negotiated. The prices of windshield assemblies were based on esti- 
mated costs of $767,650, which were about $44,000 higher than known 
costs. ‘These items were priced on the basis of cost estimates, although 
the work had been completed at the time of negotiations and actual 
costs of performance were available. 

No adjustment was made in the price of the windshield assemblies, 
since the terms of the price-redeterminable subcontract did not require 
consideration of actual cost information which became known after 
the cutoff point stipulated in the subcontract. 

14. Lambert Engineering Co. (B-132942) 

Prices proposed by Lambert Engineering Co., St. Louis, Mo., as a 
subcontractor producing photoflash cartridge ejectors for Air Force 
prime contractors, were generally accepted by the prime contractors 
without price or cost analysis or comparison with the subcontractor’s 
cost experience, even though there was no competition for the procure- 
ment because the subcontractor was the sole source of supply. 

As the company gained production experience and the volume in- 
creased, its costs of manufacturing the ejectors declined substantially. 
Although Lambert voluntarily made repeated reductions in prices 
charged for ejectors, these reductions did not keep pace with the de- 
clining cost experience and as a result close pricing was not achieved. 
For example, unit costs of production averaged $378 for 105 ejectors 
delivered at an average price of $786 each. Subsequently, Lambert’s 
prices for additional sales of this type of ejector were made at a unit 

rice of $517, which was substantially higher than seems to have been 
justified by prior cost experience. The lack of close pricing was evi- 
denced by the fact that Lambert’s costs sao to only about 
$715,000 on sales to Air Force prime contractors of about $1,187,000 
during a 2-year period. 


SUMMARY OF WEAKNESSES IN PRIME CONTRACT AND SUBCONTRACT PRICING 


The foregoing instances of excessive pricing and the weaknesses 
which permitted them to occur may be summarized as follows: 
Prime contract pricing 

1. Prime contractors included in their target costs for fixed-price 
incentive-type contracts (1) prices for subcontracted items which were 
substantially in excess of prices established with subcontractors and 
known to the prime contractors before submission of their proposed 
prices or before negotiation of the prime contract target prices or (2) 
other estimates of costs which were clearly excessive considering in- 
formation available at the time. The Air Force reviews of the sup- 
port for the prime contractors’ proposals were inadequate to disclose 
the significantly excessive cost estimates. 

2. Firm fixed-price prime contracts were negotiated at unreasonably 
high prices for items which had not been previously produced for 
for which there was insufficient cost experience. The Air Force did 
not (1) require the prime contractors to furnish detailed cost estimates 
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from which to determine the reasonableness of the prices, or (2) pro 
vide for price redetermination after cost experience had been gained, 
which would have been appropriate under the circumstances. 

3. Firm fixed-price prime contracts for follow-on production were 
negotiated at excessive prices because of acceptance by the Air Force 
of the contractors’ high projected costs, without giving adequate con- 
sideration to the contractors’ previous cost experience in producing the 
items. 

4. A price-redeterminable prime contract was redetermined at a 
price higher than justified because of failure of the Air Force (1) to 
obtain and review available data on the contractor’s prior cost experi- 
ence and (2) to require a second price redetermination on the basis of 
such data. 

5. An excessive price was negotiated for a prime contract because 
the Air Force accepted charges of $1,133,500 which the contractor in- 
cluded in error in its pricing proposal. 
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Subcontract pricing 

1. Unreasonably high prices proposed by a subcontractor based on 
estimated costs which were higher than those known by the subcon- 
tractor, and to a large extent by the prime contractor, to have been 
incurred where accepted by the prime contractor. The Air Force, in 
reliance upon the prime contractor, did not require it to assure that 
the prices reflected the best available cost information. 

2. Firm fixed-price subcontracts were negotiated with a supplier 
at unreasonably high prices on the basis of the subcontractor’s esti- 
mates without either the Air Force or the prime contractors’ requiring 
the subcontractor to furnish evidence of the reasonableness of the pro- 
posed prices. 

3. Excessive firm fixed-price subcontracts were negotiated for 
articles which had not been previously produced and for which there 
consequently was insufficient cost experience to use as a basis for nego- 
tiating fair and reasonable prices. The prime contractor did not 
adequately analyze and evaluate the cost estimates and the Air Force 
did not require the prime contractor to do so. 

4. Firm fixed-price subcontracts were negotiated at prices which 
were (1) unreasonably high in relation to the costs previously in- 
curred by the subcontractor and (2) not supported by information 
concerning the subcontractors’ prior cost experience, or by the details 
considered by the subcontractors in arriving at the proposed prices. 
The prices proposed were accepted without requiring the subcon- 
tractors to submit cost information in support of the prices and with- 
out action by the Air Force with reference to the inadequacy of the 
prime contractors’ subcontracting practices. 

5. Proposed subcontract prices, which were excessive in relation to 
the cost experience of a sole source subcontractor, were accepted by 
the prime contractors without analysis or comparison with the sub- 
contractor’s cost experience and without the Air Force requiring such 
action. 

The need for effective control by the Air.Force over prime contract 
and subcontract pricing stems from the fact that the information 
which is basic to the preparation of price proposals and to the 
evaluation of such proposals is in the hands of prime contractors or 


subcontractors. It is unlikely that the Government will, in any 
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negotiation, have full knowledge of all the information available to 
the prime contractor or that either the Government or the prime con- 
tractor will have full knowledge of all information available to the 
subcontractor. Consequently, the Government must rely largely 
upon prime contractors (1) to submit reasonable prime contract price 

roposals and sufficient information with which to evaluate them and 
(2) to assure that price proposals submitted to the prime contractors 
by subcontractors are reasonable, that sufficient information with 
which to evaluate such proposals is furnished, and that they are 
adequately evaluated in terms of protecting the Government’s interest. 

When pertinent data known to the prime contractor are unknown 
to the Government, the contractor has an advantage in negotiations. 
Similarly, the subcontractor has an advantage over the prime con- 
tractor where the subcontractor is in possession of pertinent data 
which are unknown to the prime contractor. 

Under these circumstances, and particularly where the force of 
competition to assure the reasonableness of prices is lacking, it is 
inequitable for one party to have pertinent information which is not 
available to the other contracting parties. It is essential, therefore, 
that the prime contractors ad subcontractors furnish, and that the Air 
Force take all practicable steps to assure that its negotiators obtain 
from prime contractors, and that its prime contractors obtain from 
subcontractors, all available information having a significant effect on 
the reasonableness of proposed prices. Such information must be 
sufficient to permit an evaluation of the reasonableness of the pro- 
posed prices in relation to known or estimated costs to be incurred by 
the supplier in furnishing the item or service being procured. 

In performing the contract, a contractor’s costs may be substantially 
lower than the estimated costs used in negotiating the contract price. 
We recognize that the contractor should receive additional benefits 
when such cost reductions are due to economies or efficiencies beyond 
those normally to be expected and considered in negotiations. It 
seems equally clear, however, that the contractor should not benefit 
from “cost reductions” resulting from acceptance by the Air Force of 
estimates which were excessive in relation to information available 
to the contractor at the time of negotiations. 

We believe that regardless of the type of contract pricing being 
considered for use in a particular procurement, and whether it be a 
prime contract or a subcontract, every effort should be made to 
negotiate a price which will be equitable to both parties. Where 
sufficient reliable information is not available to make it possible for 
the parties to negotiate a fair and reasonable firm fixed price, it may 
be appropriate to use pricing clauses providing for adjustment of the 
price after cost and production experience have been gained. It is 
possible, therefore, for the Government and contractors to provide 
in all cases for negotiating prices which are fair and reasonable to 
both parties through selection of pricing clauses best suited to each 
procurement situation. 


AIR FORCE COMMENTS ON OUR FINDINGS 


_ The Air Force furnished us comments on each of the last 11 reports 
listed on page 1 of this aoa and copies of their comments were in- 
1e individual reports to the Congress. In 


cluded as appendixes to t 
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commenting on these cases the Air Force agreed generally with our 
findings in “regard to failure by the Air Force and its prime contrae- 
tors to obtain and use the latest available cost information and to 
assure the reasonableness of subcontract pricing, and with our recom- 
mendations concerning the implementation of the requirement that 
the latest available cost information be obtained and used, and that 
the reasonableness of subcontract pricing be assured. 

However, they disagreed with our findings concerning the insufli- 
ciency of cost experience to justify the awarding of firm fixed- -price 
contracts and subcontracts. 

The Air Force did not comment separately on our findings in each 
of the other three cases. Instead, ee Assistant Secretary of the Air 
Force (Materiel) in a letter dated January 19, 1959, furnished us 
the views of the agency on these findings, ‘and in this letter and a 
subsequent letter d: ated F ebruary 13, 1959, we were advised of action 
taken by the Air Materiel Command (AMC) on January 23, 1959, in 
regard to our findings. 

The Assistant Secretary in his January 19, 1959, letter informed 
us that the Air Force is reviewing each case and will take appropri- 
ate action. He also stated his concern that the pattern of these cases 
raises serious questions involving the validity of the contractors’ price 
proposals and outlined corrective measures taken by the Air Foree. 

These corrective measures consisted chiefly of— 

1. Asking 28 major contractors to review the pricing information 
furnished to Air tor ‘ce negotiators in negotiating prices of price-re- 
determinable and incentive contracts, on which final settlement had 
not been made, to determine whether the information was current, 
complete, and correct. The contractors were advised that in the event 
discrepancies were disclosed by these reviews the Air Force would 
like to discuss price adjustments. 

2. Bringing the matter to the attention of three industry associations 
and requesting their support. 

3. Requiring, since April 1958, contractors to certify at the time of 
negotiation conferences that all pricing data available have been con- 
sidered by the contractor in preparing its proposal and have been made 
known to the Air Force negotiator and, further, that all significant 
data being considered at the conference are current. All contractors 
who were not required to make this certification when target prices 
were negotiated are being asked to do so at the time prices are finalized. 
Instructions in implementation of the above-mentioned measures were 
issued by AMC on January 23, 1959, to the various Air Force com- 
mands involved in procurement activities. Copy of this instruction 
is contained in the appendix of our report and with your permission, 
Mr. Chairman, I ask it be inserted in the record. 

4. Impressing Air Force procurement personnel with the need for 
thorough review and critical analysis of contractors’ cost estimates 
supporting price proposals. In its January 23, 1959, letter to Air 
Force commands, AMC pointed out to the procuring activities that 
the findings of the General Accounting Office show that procurement 
personnel must make a thorough analysis of contractors’ proposals 
and obtain current, complete, correct, and significant cost and pricing 
data before decisions are made on contract prices and that informa- 
tion available to the entire negotiating team must be thoroughly ex- 
amined and related. 
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In concluding his January 19, 1959, letter the Assistant Secretary 
stated his conviction that Air Force methods of contracting and pric- 
ing are sound. He stated also that the judicious use of incentive 
contracts and the procurement philosophy associated with such type 
of contracts are the best means known to the Air Force to induce con- 
tractors to control and reduce their costs. 


ANALYSIS OF AIR FORCE COMMENTS 


1. Prime contract pricing 

The actions taken by the Air Force, with respect to the accuracy 
and currency of costs, including those for subcontracted items, in- 
cluded in prime contractors’ proposals, indicate its increasing aware- 
ness of the importance of thoroughly reviewing and critically analyz- 
ing prime contractors’ cost estimates. We believe that these actions 
by the Air Force should generally improve negotiations of contract 
prices. 

In our opinion, however, in addition to requiring contractors to 
certify as to the accuracy and currency of cost data and impressing 
contractor and agency officials with the need for using current, com- 
plete, and correct cost data in negotiating prices, it is necessary for 
the Air Force to secure better assurance, through independent exam- 
ination of contractors’ records, that the amounts proposed for signifi- 
cant elements of cost are reasonable and that the cost data furnished 
include the most current, complete and accurate information available 
tothe contractor. 

2. Subcontract pricing 

As indicated in the preceding paragraph, the recent actions taken 
by the Air Force included recognition of the problem of assuring that 
prime contractors’ proposals were current, complete, and accurate with 
respect to the subcontract costs known to the prime contractor. The 
actions outlined by the Assistant Secretary in his letter of January 
19, 1959, and by AMC in its letter of January 23, 1959, do not, how- 
ever, include any specific action directed at strengthening controls 
over subcontract negotiations or otherwise improving the pricing of 
subcontracts as between the subcontractor and the prime contractor. 

Previously, however, Headquarters, AMC, advised us in connection 
with our findings in one case (Lambert Engineering Co.) that con- 
tracting officers were being required to monitor the negotiation of 
major subcontracts, and the Assistant Secretary informed us that Air 
Force Procurement Instructions (AFPI) had been revised to further 
emphasize the importance of major subcontract pricing. 

The section of AFPI referred to by the Assistant Secretary stated 
that it is the responsibility of contracting officers to evaluate pro- 
posed major subcontract prices. However, this instruction has been 
superseded. The current instruction, which is set forth in AFPI 
3-808.5, is much less specific as to the responsibility of agency con- 
tracting officials for evaluating the reasonableness of subcontract 
prices. 

While the later instruction recognizes the need for agency con- 
tracting officials to ascertain whether the estimated costs of subcon- 
tracting including in the prices of prime contracts are reasonable 
in relation to the prime contractors’ probable cost of subcontracting, 
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it is vague as to the extent to which agency contracting officials will 
review and evaluate the reasonableness of the actual subcontract 
prices established by the prime contractor with its subcontractors, 

In our opinion, AF PI 3-808.5 indicates that Air Force contracting 
officials should generally not take an active part in subcontract pricing 
between the prime contractor and its subcontractors. This interpre- 
tation appears to be consistent with section 54 of AFPI which pro- 
vides that the basic responsibility for control of subcontract prices 
rests with the prime contractor. 

Although price-redeterminable and incentive-type contracts gen- 
erally require individual approval by the Air Force contracting officer 
of any fixed-price subcontract over $25,000 in amount, major reliance 
is placed on the prime contractor’s purchasing system in preference 
to checking and approving individual subcontracts and approval of 
the prime contractor’s purchasing system may be substituted for 
individual approvals. 

Our belief that the above-mentioned instructions are intended to 
al relieve Air Force contracting officials of the responsibility 

or independent review of the reasonableness of proposed subcontract 

rices is further strengthened by information recently obtained in- 
ormally from a key official of AMC. This official advised us in 
March 1959 that it is AMC’s policy to judge subcontractors’ proposals 
through reviewing prime contractors’ purchasing procedures rather 
than through detailed examination of the subcontractors’ proposals. 

The policies of the Air Force with respect to subcontract pricing 
appear to be consistent with Department of Defense policy. The 
Armed Services Procurement Regulation (ASPR), which provides 
the framework within which the military departments are required 
to operate, states in paragraph 3-808.5(b) that basic responsibility 
for subcontract prices rests with the prime contractor but that agency 
contracting officials may require the contractor to funrish adequate 
information on subcontracting, including cost or price analyses. 

The policy of the Department of Defense with regard to subcontract 
pricing has been further delineated in a letter sent to us on February 
17, 1959, by the Office of the Assistant Secretary of Defense. In that 
letter, we were advised that the Department is concerned with the 
problem of subcontract pricing and is undertaking a full reevaluation 
of subcontract pricing practices and other problems associated with 
subcontracting, with the objective of assuring reasonable pricing 
levels, without infringing upon the prime contractor’s management 
responsibility. 

The letter concluded with assurance that the Department would— 
continue to seek solutions to these and to other pricing problems while adhering 
to the basic concept of holding the prime contractor responsible for the man- 
agement of his contract, in accordance with the terms of the contract. 

While the regulations, instructions, and comments mentioned above 
appear to recognize that the agency does have a responsibility to see 


that subcontract prices are reasonable, our experience has shown that | 


in many instances subcontract prices have not been reasonable. In 
these instances, neither the prime contractor nor the Air Force has 
adequately safeguarded the Government’s interest in subcontract 
pricing. 

We believe, therefore, that it is essential for agency contracting 
officials to obtain better assurance that the prices of major sub- 
contracts are fair and reasonable. 
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3. Control over incentive-type contracting 

Both the Assistant Secretary of the Air Force and Headquarters, 
AMC, have indicated that the use of incentive-type contracting 1s 
favored by the Air Force because it helps to control costs through 
the incentive that this form of contracting offers contractors to re- 
duce their costs. We believe that, although the use of incentive-type 
contracts may work to induce contractors to control and reduce their 
costs, this does not necessarily mean that the use of such contracts 
operates to the advantage of the Government. , 

This type of contract does not provide that, in computing the con- 
tractor’s share of the difference between target costs and incurred 
costs (cost underruns or cost overruns), a distinction will be made 
between those differences resulting from overstatement of target costs 
and those resulting from genuine cost reductions. Consequently, the 
Government may pay a premium in the form in incentive compen- 
sation to the contractor because the parties did not negotiate a rea- 
sonable target cost. 

Moreover, since under the incentive-type contract the contractor 
usually receives a target profit computed as a percentage of the 
target cost, the contractor’s target profit increases as his target cost 
increases. Because the contractor under this type of contract stands 
to benefit from negotiating a liberal target cost, he has an induce- 
ment to attempt to negotiate as high an incentive target as the 
agency will accept. ; 

As shown by our findings, the Air Force cannot rely on incentive- 
type contracting as a means of achieving economical procurement 
without exercising close supervision over the pricing of both the 
prime contract and the subcontracts negotiated thereunder. 


CONCLUSIONS 


The major weaknesses disclosed by our examination of the con- 
tracts covered by this report were: 


1, With respect to the pricing of prime contracts 

(2) Prime contractors’ failure to recognize, in their proposed prices 
and in price negotiations, the most current, complete, and accurate 
cost information available, particularly as to subcontract prices estab- 
lished prior to negotiation of prime contract prices. 

(b) Failure of prime contractors to furnish detailed cost estimates 
in support of price proposals to enable the Government to judge the 
reasonableness of the prices. 

(c) Failure of the Air Force to (1) require prime contractors 
to ord sufficient cost information and (2) make adequate reviews 
and evaluations of prime contractors’ cost estimates to enable dis- 
closure and adjustment of unreasonably high estimates. 


2. With respect to subcontract pricing 


(a) Proposal by subcontractors and acceptance by prime contrac- 
tors of estimated subcontract prices which were high in relation to 
subcontractors costs. 

(6) Failure of prime contractors to obtain from subcontractors 
cost data necessary for evaluation of proposed subcontract prices. 

(c) Award by prime contractors of subcontracts on a firm fixed- 
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price basis before adequate production and cost experience was 
available. he 

(d) Inadequate Air Force supervision of subcontracting activities 
to assure discharge by the prime contractors of the responsibility 
placed on them to protect the Government’s interest. 

We believe that the foregoing weaknesses result primarily from 
the fact that current Air Force instructions encourage too greek a 
reliance upon price proposals and other information furnished or 
secured by the prime contractor without, at the same time, sufliciently 
emphasizing the need for verifying the currency, completeness, and 
accuracy of the data. 

We believe that the weaknesses with respect to subcontract pricing 
are also attributable to the fact that to a major degree subcontract 
costs are passed on to the Government and therefore the financial 
interest in close subcontract pricing rests with the Government rather 
than with the prime contractor. 


RECOMMENDATIONS 


We recommend, therefore: 

1. With respect to prime contract pricing, that the Air Force re- 
quire its contracting personnel to obtain better assurance, through 
examination of contractors’ records, that the amounts proposes for 
significant elements of cost are reasonable and that the cost data 
furnished include the most current, complete, and accurate informa- 
tion available to the contractor. 

2. With respect to subcontract pricing, that the Air Force— 

(a) Require its prime contractors to generally obtain from their 
major subcontractors (1) information on prior cost and production 
experience, where such data are available, and (2) detailed anal- 
yses of estimated costs in support of proposed subcontract prices. 

(5) Exercise closer controls over the effectiveness of prime con- 
tractors’ subcontracting practices by (1) verifying, on a test basis, 
that cost information being used by prime contractors in negotiating 
prices of major subcontracts is current, complete, and correct, and 
(2) evaluating the prices of major subcontracts, in relation to known 
and estimated costs of performance, to determine whether prime 
contractors are negotiating fair and reasonable subcontract prices. 

(Balance of report is as follows:) 

COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, May 29, 1959. 
Hon. SAM RAyBURN, 
Speaker of the House of Representatives. 


DrAR Mr. SPEAKER: Enclosed is our report on examination of the pricing 
of selected prime contracts negotiated by the Department of the Air Force 
and subcontracts negotiated by Air Force prime contractors. 

The report presents in summary form the findings included in 14 individual 
reports submitted to you during the past year. These reports showed that in 
a number of instances fair and reasonable prices were not negotiated. In 
certain of these cases estimated costs used in pricing were excessive by about 
$17 million, which unless adjusted would resuit in excess costs to the Govern- 
ment of about $6,340,000. In addition, in other cases, where prices were nego- 
tiated without adequate consideration of available information, selling prices 
of about $58,700,000 exceeded costs by about $13,800,000, or about 30 percent. 
We believe that a significant portion of this difference resulted from procure- 
ment deficiencies as set forth in our reports. 

In most of the cases the negotiation of unreasonably high prices may be at- 
tributed to deficiencies in (1) control by the Air Force over the pricing of prime 
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contracts and (2) control by the Air Force and by its prime contractors over the 
pricing of subcontracts. The basic weakness noted in the controls was the 
failure to give sufficient consideration, in establishing prices, to cost data avail- 
able at the time prices were negotiated. 

The Air Force has taken action to adjust contract prices in certain instances 
and to improve contract negotiation and administration. We consider these 
actions to be important improvements in Air Force contracting activities, but we 
pelieve that it is necessary for the Air Force to further strengthen its controls 
over the pricing of prime contracts and subcontracts. Accordingly, we are rec- 
ommending to the Secretary of the Air Force that specific additional actions be 
taken to give better assurance that prices negotiated for prime contracts and 
subcontracts are fair and reasonable. 

This report is also being sent today to the President of the Senate, and copies 
are being furnished to the Secretary of Defense and the Secretary of the Air 
Force. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


Scope oF EXAMINATION 


Our examinations of Department of the Air Force prime contracts and sub- 
contracts were based on our responsibility for reporting to the Congress on the 
effectiveness and economy with which appropriated funds are expended. It is 
obviously impossible, within our limited manpower resources, for us to review 
the expenditure of all such funds, nor would such an approach be practical. 

We therefore have directed our examinations generally to reviewing the bases 
on which prices have been negotiated for selected prime contracts and subcon- 
tracts. In selecting the contracts and subcontracts to be examined, we gave 
primary consideration to those involving the greatest amounts of Government 
funds. 

Where our reviews indicated the possibility that contract or subcontract prices, 
or portions thereof, were not fair and reasonable, we concentrated further at- 
tention in order to ascertain whether deficiencies actually existed and, if so, 
to determine the causes of the deficiencies. 

While this approach does not result in overall evaluation of procurement pro- 
grams or contractors’ activities, we believe that it does furnish us with an effec- 
tive means of disclosing, for corrective action by the interested parties, significant 
weaknesses in procurement practices. 

In examining the information used by the Air Force and its contractors in 
negotiating prices of prime contracts and subcontracts, we reviewed and tested 
data supporting significant elements of contractors’ and subcontractors’ esti- 
mated costs. These reviews were based primarily upon information available 
to the contractors and subcontractors at the time prices were negotiated. 

We also evaluated, on a test basis, the agency’s reviews of proposed prices for 
prime contracts and the prime contractors’ reviews of proposed prices for sub- 
contracts. In conducting our examinations, we reviewed agency and contractor 
records of price negotiations and examined other pertinent records of the Air 
Force, prime contractors, and subcontractors. 


APPENDIX 


HEADQUARTERS, AIR MATERIEL COMMAND, 
U.S. Arr Force, 
Wright-Patterson Air Force Base, Ohio, January 23, 1959. 


Subject : Action on recent GAO reports. 

To: MAAMA (240), MOAMA (155). OOAMA (75), OCAMA (145), SMAMA 
(100), SAAMA (100), SBAMA (135), WRMA (100), ROAMA (35), Memphis 
AFD (35), Dayton AFD (35), LMP (Hq AMC) (75), BMC (50), MATS 
(15), ATC (15), ARDC (50). 

ATTENTION: (Ama’s) Director of Procurement and Production, (AFD’s) Direc- 
tor of Procurement and Production, (BMC) Director of Procurement, (ASC) 
Chief, Contract Support Office, (MATS) Commander, (ATC) Commander, 
(ARDC) Deputy for Resources. 

1. In several recent reports on major prime contractors, the General Ac- 
counting Office has alleged, in general, that the latest and significant cost and 
pricing information on subcontracted materials, available and in some in- 
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stances known to contractors’ negotiators at the time of negotiations, was not 
furnished to the Air Force negotiators. 

2. This problem has been reviewed with considerable concern because of the 
high incidence of these reports. On January 6, 1959, letters were sent to 28 
major Air Force prime contractors and to 3 industries associations outlining 
the problem and requesting that certain actions be taken (see enclosure 1), 
Three actions, as follows, are required of major Air Force prime contractors jp 
which buying personnel of your command will be involved: 

(a) Review of pricing information furnished Air Force negotiators at the 
time of negotiation of targets on redeterminable and incentive contracts, on 
which final settlement has not occurred, to determine that it was current, 
complete, and correct. Note that this review does not encompass pricing in- 
formation which became available to the companies after the conclusion of 
negotiations. 

(b) Negotiation of an adjustment of targets or making of refunds, should the 
review disclose that current, complete, or correct information was not fur- 
nished to Air Force negotiators. 

(c) Execution of a certificate on each contract which is an incentive or re. 
determinable type and not finally settled to the effect that the review wag 
accomplished, and the information at the time of negotiation was found to be 
current, complete, and correct, or that it was not found so and consideration 
was given to this fact in contractor’s proposal for adjustment of targets (see 
enclosure 2). 

3. In view of the requirements set forth in the above paragraph, it is re. 
quested that the following complementary actions be taken by your command: 

(a) Identify the incentive and redeterminable contracts which have been 
placed by your command for which final settlements have not occurred by Jan- 
uary 6, 1959. Contract negotiations for which a cost and pricing certificate hag 
been executed pursuant to paragraph 3-811(b) of the AFPI’s are exempt. 

(bo) Forward a list of these contracts to this headquarters, ATTENTION; 
MCPF, not later than February 27, 1959, showing the following information: Con- 
tract number, type contract, target dollars which will be considered for review, 
brief description of item, and identification of contractor and contracting facility. 

(c) Advise contractors now that certificates will be required before final 
settlement can be effected (see enclosure 2). 

(d) Negotiate, if appropriate, adjustments to targets prior to entering nego- 
tiations for any final settlement and/or arrange for refunds. 

(e) Obtain applicable certification from contractors’ negotiators for each 
contract involved, either at the completion of negotiations designated in 3(d) 
above or at the time the determination is made by contractors that no negotia- 
tions are required because current, complete, and correct data was furnished. 

4. General Accounting Office reports should not be viewed by procurement 
personnel of your command as a censure of their efforts to obtain the best price 
for the Government. Instead, they should be considered as training mediums 
through which essential lessons can be derived. For example, the reports which 
have been referenced above illustrate that procurement personnel must make a 
thorough analysis of contractor’s proposals and be in possession of current, 
complete, correct, and significant cost and pricing data before decisions are 
made on contract prices, and that information available to the entire negotiating 
team, normally composed of the procurement contracting officer, the admin- 
istrative contracting officer, the price analyst, quality control and production 
personnel, industrial engineers, and auditors, must be thoroughly examined 
and related. 

5. Though the General Accounting Office reports referenced above have been 
concerned with situations which have occurred under redeterminable and in- 
centive type contracts, it should not be concluded that other types of contracts 
should be preferred because of these reports. This headquarters firmly believes 
that the circumstances surrounding each procurement should dictate the type 
of contract which is most appropriate. It should be noted, in this connection, 
that this headquarters favors a greater usage of incentive-type contracts because 
many of the contracting requirements associated with specific procurements 
are more readily met by this type of contract, and lower overall costs are en- 
couraged, the benefits of which are passed on to the Government. 

6. Reports control symbol AMC-N146 (OT) is assigned to the reporting 
requirement in paragraph 3(b) above on a one-time basis, due in this headquarters 
not later than February 27, 1959. 
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7. Sufficient copies of this correspondence and enclosures are forwarded for 
distribution to all ACO’s, PCO’s, and price analysts as a matter of information 
on major procurement actions of the command affecting day-to-day contracts 
with contractors’ negotiators. 

W. R. GRAALMAN, 
Colonel, USAF, 
Deputy Director/Procurement, 
Directorate of Procurement and Production 
(For the Commander). 


Address reply to the attention of : MCP. 


HEADQUARTERS, AIR MATERIEL COMMAND, 
U.S. Arr Force, 
Wright-Patterson Air Force Base, Ohio, January 6, 1959. 

Dear Mr. : In several recent communications from the General Account- 
ing Office, we have noted an unusual number of allegations that, on certain re- 
determinable and incentive contracts, contractors’ negotiators may not have fur- 
nished us current, complete, and correct cost data regarding the contracted ma- 
terial contained in the price proposals. Because of this trend, I believe that 
aproblem of mutual concern exists. 

Historically, in negotiation of prices, the Air Force necessarily has relied to 
some extent on the accuracy of the representations made by contractors regarding 
the data furnished in support of their proposals. This is consistent with normal 
business practice. Iam sure you will agree, we should avoid any situation which 
might adversely affect this practice. However, its continuance depends, to a 
yery large degree, on the assurance to us that contractors are furnishing current, 
complete, and correct cost and pricing data before and during negotiations. 

We believe it to be the management policy of the Air Force contractors that 
their negotiators will furnish such data in connection with price negotiations. 
However, the failure of negotiators to carry out management’s policy of full 
disclosure leaves both of us open to criticism and challenges the validity of our 
negotiating practices. 

It is obvious that industry management must assure a full implementation 
and an understanding of the spirit and intent of the policy to furnish Air Force 
negotiators with current, complete, and correct pricing information. Although 
the allegations of the General Accounting Office pertain primarily to subcon- 
tracted material, the principle in question applies equally as well to the other 
several elements contained in price proposals. Accordingly, I request that you 
have a review conducted of the pricing information furnished Air Force negotia- 
tors at the time of negotiation of targets on redeterminable and incentive con- 
tracts, on which final settlement has not occurred, to determine that it was cur: 
rent, complete, and correct. Should your review disclose discrepancies, we 
would like to meet with you to discuss the adjustment of targets or the arrange- 
ment of refunds. 

In the meantime, as a complementary effort, I am now requiring my negotia- 
tors to obtain from your contract negotiators certificates applying to such con- 
tracts for which prices are being finalized. Certificates will state, in effect, that 
cost and pricing data furnished at the time of prior negotiation of targets have 
been reviewed and found current, complete, and correct. 

I sincerely desire that we exert efforts now to resolve the problem which is 
challenging us and would appreciate hearing from you on the results of your 
review and any suggestions you have. 

Very truly yours, 





W. O. SENTER, 
Major General, USAF, 
Director of Procurement and Production. 


ee 


(This letter sent to Aircraft Industries Association of America, Inc., Elec- 
tronic Industries Association, and National Security Industrial Association.) 


JANUARY 6, 1959. 


Dear Mr. : Recently the General Accounting Office has brought to our 
attention an unusual number of instances alleging that contractors’ negotiators 
have made incomplete or incorrect representations regarding material estimates 
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contained in their price proposals. This has disturbed me considerably because 
of the serious implications which may be drawn from this situation and of the 
consequences which may result. 

As you know, we have been placing a substantial amount of reliance on repre. 
sentations made to us during negotiations by contractors’ negotiators in estap- 
lishing contract prices. I am sure you will agree with me that it is to our 
mutual benefit to strengthen our negotiating relationship to the point where we 
can continue to rely on such contractors’ representations. 

Major General Senter has brought this matter to the attention of our major 
prime contractors and I have attached a copy of his letter for your informa- 
tion. Your support in this matter is essential. 

Sincerely, 


WEAPONS SYSTEM MANAGEMENT 


E. W. RAWLINGS, 
General, USAF, 
Commander, 
CERTIFICATE No. 1 


I certify that (insert name of company) has reviewed all cost and pricing 
information used to establish targets under contract No. dated 
and has determined that current, complete, and correct cost and pricing infor- 
mation available to the company was used in preparing (insert name of company) 
proposal No. (insert identification of proposal), and that current, complete, and 
correct cost and pricing information available to the company had been fur- 
nished Air Force negotiators prior to conclusion of negotiations conducted 
on 











(Title) 


CERTIFICATE No, 2 


I certify that a review has been conducted of the cost and pricing information 
available to (insert name of company) in establishing targets for proposal No. 
(insert identification of proposal) dated ~.__-_------- and all cost and pricing 
information available to the company prior to conclusion of contract negotiations. 
It has been determined that more current, complete, and correct cost and pricing 
information was available. 

I further certify that (insert name of company) proposal No. (insert identi- 
fication of proposal) dated ~-.----_--_~ reflects the adjustment appropriate 
to the target previously negotiated and that all cost and pricing data available 
to the company during the preceding negotiations were considered in making 
this adjustment and were furnished to the Air Force negotiators during negotia- 
tions conducted on ~_---_------. 


(Title) 


Mr. Powers. Mr. Chairman, that concludes our formal statement. 
With your permission, I would like to present to this committee a 
financial summary of the results of our examination. 

I would like to have Mr. Bailey and Mr. Hammond, my associates, 
make this presentation. We have prepared copies for the members 
of the subcommittee. 

Mr. Héserr. All right, Mr. Bailey. 

Mr. Batter. Thank you, Mr. Chairman. 

We have a chart that we would like to put up here. 

(The chart referred to follows:) 
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Mr. Barry. Mr. Chairman, this is a summary of selected Air Force 
contracts and subcontracts in which fair and reasonable prices were 
not negotiated. 

The first portion of the chart covers those contracts involvi 
excessive target costs and other cost estimates disclosed by GA 
examinations. ‘ 

Under the fixed price incentive contracts, we have the contracts 
with McDonnell Aircraft Corp., where the contract prices were 
$102,460,000. Contemplated profits were $8,460,000. And estimated 
costs negotiated were $94 million. 

Our examination of these contracts disclosed estimated excessive 
costs of $5,193,000. And under the incentive provisions of the con- 
tract, such an excess would result in an excess cost to the Government 
of $1,506,000. 

There were no recoveries—there have been no recoveries as yet 
under these contracts, to our knowledge. 

Mr. Harpy. Mr. Chairman, by way of explanation 

Mr. Hésertr. Mr. Hardy. 

Mr. Harpy. This excess cost to the Government as a part of the 
excessive estimated cost is determined by applying the percentage 
which accrues to the Government as against the percentage which 
accrues to the contractor ? 

Mr. Battery. This would be the percentage that would accrue to 
the contractor in terms of additional incentive profit because of cost 
underrun or because of reduction in costs, Mr. Hardy, plus the target 
profit on these 

Mr. Harpy. This means, then, that you have distinguished between 
the profit, the extra profit which the contractor earned as a result 
of increased efficiency and the extra profit which he earned as a result 
of overestimating his original costs ¢ 

Mr. Bamey. Yes, sir. This indicates the portion that we have 
identified as an excessive estimated cost, and the profit the contractor 
would earn on that. 

Mr. Harpy. With respect to this and the subsequent ones of the 
same kind, were you able to distinguish clearly all of the recoveries or 
all of the additional profits which accrued as a result of improved 
efficiency as against overestimates in costs? 

Mr. Battery. We didn’t make a complete examination, Mr. Hardy. 
We examined certain specified parts of these contracts, and in addi- 
tion, it was only those that we felt could be clearly identified, that 
we so identified. 

Mr. Harpy. Well, my question wanted to establish whether these 
figures that you have under the column “Excess cost to the Govern- 
ment”—well, it is “Excessive estimated costs identified by GAO.” 

Mr. Batzey. Yes. 

Mr. Harpy. Whether they represent actually the total excessive 
costs or whether they may be a minimum figure. 

Mr. Bamry. Well, we considered them a minimum figure, Mr. 
Hardy. We don’t feel that we were in a position to identify all of 
them. 

Mr. Harpy. Youare not reasonably sure that they are complete? 

Mr. Barter. No, sir. 

Mr. Harpy. Thank you. 

Mr. Price. Mr. Chairman, may I ask a question ? 
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Mr. Hésert. Mr. Price. 

Mr. Price. Is this a completed contract, or is it a continuing 
contract ¢ 

Mr. Baitey. These contracts have not been finally settled. The 
final target price has not been arrived at as yet. 

Mr. Price. So that these figures could be changed somewhat ? 

Mr. Battey. Well, yes, sir. In terms of whether or not an adjust- 
ment is made for these items in final settlement of the contract, 
this is probably so. 

Mr. Price. Is it likely that the estimated cost to the Government 
would increase rather than decrease upon the completion of the 
contract ¢ 

Mr. Batter. We have one case where there has been some adjust- 
ment made for the amounts that we have identified as excess. In one 
of these cases an adjustment has been made. 

Mr. Price. But if no adjustment is made, that amount is likely 
increase ¢ 

Mr. Barry. At least this amount would be, shall we say, excessive 
cost to the Government, in our opinion. 

Mr. Harpy. In that same connection, these excessive estimated costs 
which you have listed here—do they relate to a completed contract or 
only a certain number of units of a contract that have already been 
delivered ? 

Mr. Battey. The contract work is substantially complete. But the 
final settlement of the contract has not taken place, Mr. Hardy. 

Mr. Harpy. So this does take into account the total number of units 
tobe supplied under the contract ? 

Mr. Barney. Yes, sir. 

Mr. Wrinsteap. Mr. Chairman. I assume where you have listed 
recoveries, those have been completed, have they not ? 

Mr. Battery. Not neccessarily. They have taken adjustment action 
on these contracts, to adjust the discrepancies that have been 
developed. 

Mr. Wrinsreap. Oh, they have agreed to adjust ? 

Mr. Battry. Well, sometimes they have been formally adjusted by 
amendment of the contract. 

Mr. Harpy. I notice in that connection there is one where the con- 
tractor has made an adjustment which corresponds very closely with 
the determination which the GAO made of the excess cost to the 
Government based on overstating of estimates. 

Mr. Baitry. Yes, sir. 

In one case—that is, in the case of Lockheed here, which we will 
come to in a minute, the third line—the actual recovery is somewhat 
freater than the amount we have indicated here under the column 

Recoveries.” The reason for that is we have shown here what we have 
identified as excess costs. 

Over and above that amount there has been an additional recovery 
of other amounts that were identified by the Air Force and the: con- 
tractor in their adjustment of these target prices. 

Mr. Harpy. Isee. Thank you. 

Mr. Barry. On the second line we have contracts involving the 
Boeing Airplane Co., where the contract prices were $193,109,000. 
Contemplated profits were $14,304,000. The estimated costs nego- 
tiated were $178,805,000. Our review disclosed excessive cost esti- 
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mates of $5,023,000, with a resultant excessive cost to the Government 
on this figure of $1,398,000. 

An adjustment of a portion of this was made, resulting in a recovery 
to the Government of about $187,000. 

Mr. Héserr. That case is not closed ? 

Mr. Battery. We have not been informed, Mr. Chairman. We 
understand the contract has not been settled. 

Mr. Hess. Well, are they questioning your figures of $5,023,000 
excess / 

Mr. Battey. Well, the contractor hasn’t agreed, shall we say, on 
this. 

Mr. Hess. The contractor hasn’t agreed. But has he questioned it 
in any way / 

Mr. Batter. He has given us information in reply to our report. 

Mr. Hess. I see. 

Mr. Batixy. However, this has been incorporated in our report. 
The basic contention, as we understand it, is that this is an overall 
price that was negotiated for the contract, and that to take particular 
segments of this contract 

Mr. Hess. Yes. 

Mr. Bartzxy. And—— 

Mr. Harpy. One more general question, Mr. Chairman. 

On these excessive estimated costs which you have identified, are 
those costs which were known to the contractor at the time of the 
negotiation ? 

Mr. Battery. Well, in some cases; yes, sir. In other cases, we feel 
that he should have known about them. The information was avail- 
able to him and he did have it in his possession, Mr. Hardy. 

Mr. Harpy. In other words, these were either known to the con- 
tractor and he had it available at the time he negotiated an excess 
price, or he had the information in his file—whether or not he used it? 

Mr. Battery. Yes, sir. 

Mr. Héserr. I want to be clear on that. What Mr. Hardy has 
asked you is very significant, and you have replied in the aflirmative. 
You mean to say these 14 contractors listed here—they were either 
willful or careless or inefficient, or did so through error? I think 
they should be put in different categories. 

Mr. Harpy. I think it should be cleared up, Mr. Chairman. 

Mr. Heserr. Yes, I do, too. That is the reason I wanted to press 
that question. 

Mr. Kewier. I wonder if I might answer that question ¢ 

Mr. Héperr. Yes. 

Mr. Keer. In some of the cases the subcontract prices were known 
to the prime contractor at the time of the negotiation. In other cases 
there were accounting errors. In others, there were overestimates of 
cost with no previous cost experience on a similar item. I think you 
have to look at each of the individual cases. 

Mr. Heésverr. Yes, I think in fairness to each of the individuals. 
The committee should be informed and they should be identified, 
because I don’t want to paint them all with the same brush. 

Mr. Ketier. I agree with you. 

Mr. Harpy. I don’t want to, either. 

Mr. Hészerr. I know. 

Mr. Harpy. I am trying to develop the facts. 
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We did have, as you will recall, in hearings which we conducted 
last year—we did run across some items which were clearly an over- 
statement of costs based on information—well, I should say, not- 
withstanding contrary information which the contractor had at the 
time of the negotiations. 

I think we should establish as we go along, as best we can, the extent 
to which these excessive estimated costs which were used at the nego- 
tiation were known to the contractor or were actually in his files and 
were not used by him. 

Mr. Héserr. That is the thing you wanted to develop. 

Mr. Harpy. That is right. 

Mr. Héserr. That is the thing that, in fairness to these people, we 
do want to develop. 

Mr. Keuirr. I think if we do that, we should take it on a case-by-case 
basis. 

Mr. Héeerr. Yes. The very first case you discussed was McDon- 
nell. You have come to no settlement there. 

Now, in that case, is your information that McDonnell was in 
possession of the actual figures ? 

Mr. Battery. Yes, sir. In this particular case, these involved esti- 
mated subcontracts costs for certain purchased equipment which were 
higher than maximum prices that had been established by McDonnell 
with its subcontractors before the target price negotiations. 

Mr. Hésert. And McDonnell did know that these weré not the 
actual figures when he came to the negotiating table, as far as you 
know ¢ 

Mr. Battry. They had established the prices with their vendors. 

Mr. Héverr. I know. But you are saying that McDonnell did 
know the actual costs and did use other figures ? 

Mr. Bartey. They based their price proposal on prices in effect at 
the time the proposal was submitted, but at the time they went to the 
negotiating table they had issued purchase orders to their suppliers 
at the lower prices. 

Mr. Heéserr. Therefore they did know that lower prices were actual 
prices ? 

Mr. Hess At the negotiators’ table. 

Mr. Hépverr. At the negotiating table. 

Mr. Battey. That is right, sir. 

Mr. Héserr. And did submit higher prices? 

Mr. Batiry. Yes, sir. 

Mr. Héperr. All right. That is what we want. 

Mr. Winsteap. Mr. Chairman. 

Mr. Héperr. Yes. 

Mr. Winsreap. Over the period of years, have you had this ex- 
perience with this same corporation? Is this a fair question? 

Mr. Héserr. That is a fair question. 

Mr. Winsteap. I want to follow all of them, line by line and year 
by year. 

Mr. Battery. We have submitted two other reports involving the 
McDonnell Aircraft Corp. 

Mr. Winsteap. You don’t recall offhand about your experience 
with this same corporation in the past? 

Mr. Battery. This is the same corporation. 

Mr. Héserr. And the same experience. 
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Mr. Wrnsreap. Under similar circumstances in the past with 
other contracts. 

Mr. Batter. These also involve the pricing of contracts, yes, sir, 

Mr. Price. What was the nature of the other reports on McDonnell? 

Mr. Barer. Well, in one case it involved another Air Force contract, 

Mr. Price. What were the figures involved there? 

Mr. Battery. It was $1,200,000, sir. 

Mr. Harpy. Was that based on the same thing, using at the nego- 
tiating table prices which were not the lowest prices which they had 
knowledge of? 

Mr. Baer. It involved subcontract costs that had not been final- 
ized, Mr. Hardy. 

Mr. Harpy. Well, that might have been a distinction 

Mr. Battery. In other words, the subcontracts were on a flexible 
price basis and these subcontract prices had not been finally established 
at the time they finally established the price of the prime contract. 

Mr. Harpy. In the case we are talking about now, the subcontract 
prices had been established ? 

Mr. Batmey. Yes, sir. 

Mr. Harpy. So there is a distinction, then, between the two? 

Mr. Batrey. Yes, sir. 

Mr. Hésert. How about the Boeing Airplane Co.? 

Mr. Powers. Mr. Chairman, on the other case of McDonnell, it 
involved, I believe, a Navy contract. You remember, there were two 
other cases besides this. 

Mr. Heéperr. Yes. 

Mr. Powers. We were informed that in this case, that McDonnell 
has offered to the Navy a refund of some $3 million. We have subse- 
quently been advised by Navy that this is under consideration by them 
and that there are two other contracts which they are negotiating a 
settlement with McDonnell in connection with, I believe it was the 
F3H program. On the basis of a recent communication which we 
have received from the Department of the Navy, we propose to con- 
duct a further review of the final settlement of all three contracts with 
McDonnell on the F3H program that was administered by the Navy. 

Mr. Hésert. Well, of course, that is in the recovery and retribution 
to the Government. 

But Mr. Hardy injected a very important and very pertinent ques- 
tion here. 

Mr. Powers. Yes, sir. 

Mr. Héserr. That is the attitude of these people and the facts in 
the case. It raises a very important question. 

Mr. Harpy. Mr. Chairman, it raises a question of possible bad 
ethics at the negotiating table. I think we ought to establish it. Iam 
disturbed by a considerable amount of what - you have in this report 
here, because it does indicate that in some cases industry is not being 
governed by good faith that we might expect when they are negoti- 
ating with Government procurement officers. 

Mr. Powers. Yes, sir. 

Mr. Harpy. I think we ought to determine the degree to which that 
exists and the specific companies to which it applies. If there is any 
pattern, we ought to know that. 

Mr. Powers. “Well, I would want to say in all fairness that insofar 
as we could determine—for instance, let’s take Aveo Manufacturing 
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Corp., Crosley Division. On the basis of the work we did, we believe 
that that was an honest error on the part of the contractor which, 
when we brought it to his attention, he promptly agreed, after review 
of the facts as we found them, that it was an error and that he had 
wanted to immediately adjust for the error. 

Mr. Harpy. Certainly there is a distinction between the error that 
js made in your figures and negotiating on the basis of figures that 
you know not to be correct. 

Mr. Powers. Yes. There is only one thing that does concern me, 
Mr. Chairman, and that is that while our individual reports do dis- 
close the fact that the information was available or may have been 
known to the contractor, it does not go to the matter of intent as to 
whether it was just by omission or fully known. 

Mr. Hésert. Well, of course intent would be a very difficult—— 

Mr. Powers. That would involve a determination beyond, I think, 
our current responsibility. 

Mr. Hépert. That is correct. The committee does not want you to 
pass upon intent. 

Mr. Powers. Yes, sir. 

Mr. Hiéperr. You can only pass upon the facts. 

Mr. Powers. Right, sir. 

Mr. Hézertr. Now, of course the classic case which we have before 
the committee, and which I will be compelled to refer to, is the General 
Motors case. 

Mr. Powers. Yes, sir. 

Mr. Héserr. Now I could have my own opinion about what intent 
was. There was a corporation that argued with the General Account- 
ing Office. 

r. Powers. That is correct, sir. 

Mr. Hésert. And admitted the figures were higher. And as I re- 
call the case, they said they didn’t look for “the marked deck.” That 
is my words—the marked deck. We had two decks. It was a ques- 
tion of which deck you dealt with. 

I think these things should be brought out, in fairness to the com- 

anies. 

. I want to say this, in behalf of the committee, too. We are leanin 
over backward to be fair to these companies that have been injected 
intothe publiceye. It is only fairtothem. If any statement is made 
before this committee which any of these companies object to and have 
any statement to make contrary, why the same forum is open to them. 
I don’t intend to close off, and no member of the committee intends to 
close off, any of these people if they are in disagreement. If they 
want to say something about it, it is all right with me and I am sure 
itis all right with the committee. 

It is their right to do it. But we are also entitled to the facts. 

Now let’s go down the line. 

Mr. Winsteap. Mr. Chairman. 

Mr. Héperr. Yes, Mr. Winstead. 

Mr. Winstrap. Would it be too much trouble to get over a period 
of years from the General Accounting Office experience they have had 
with these various companies and see whether they continuously make 
errors, or whether this is acommon practice in most of their contracts? 
Would that be too much trouble, to furnish for the record ? 
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Mr. Powers. We will be glad to furnish that, Mr. Winstead. 

Mr. Héserr. For the record. 

Mr. Powers. Yes, sir. 

Mr. Winsteap. It is very important to follow them over the years, 

Mr. Heézerr. You have stated Avco. Is that the only time they have 
been before you ? 

Mr. Powers. I don’t recall offhand. 

Mr. Hépert. You see, it is important. 

Mr. Powers. Mr. Chairman, I don’t recall if we have had another 
report on Avco. But I will be certainly glad to check it for you. 

Mr. Hérertr. You see how important it is when you take all these 
facts into consideration. 

Now if the company is consistently going—now, with Boeing I re- 
call we had a little $5 million job last year. You had a hard time get- 
ting the Government to take the money back, because it would set a bad 
precedent. 

That is not being facetious. 

Mr. Powers. Well, Mr. Chairman, I would like to make another 
comment on this matter, and that is this: 

Generally we have found that when we bring our findings to the 
attention of the responsible officials—for example, in the case of 
Lockheed 

Mr. Héverr. They came forward right away, I understand. 

Mr. Powers. They came forward right away. As I understand it 
from representatives of the Air Force and from the official notifica- 
tion we have received from them, the contractor promptly offered, in 
the light of the facts disclosed by our report, to make an adjustment of 
the contract before the contract was finalized. 

Mr. Héserr. Of course, I don’t want to ask you a self-serving ques- 
tion. Iwill pat the committee on the back a little bit. 

I recognize the General Accounting Office has been the most power- 
ful arm this committee has had, and the cooperation we have received 
from you has been indeed wonderful and we deeply appreciate it. I 
certainly am convinced without this committee General Motors 
wouldn’t have come up, and I don’t think Boeing would have come up. 
So—as I say, it is a self-serving question and I want an affirmative 
answer. 

Mr. Powers. Yes, sir. 

Mr. Hérerr. ‘Which of course must be an honest answer. But 
seriously, I just want to know your feeling—if we can discuss it. 

Mr. Powers. Yes, sir. 

Mr. Héserr. As to the effect that the committee has had, and if 
we are going in the right direction. I would like to know the real 
reaction to it. Of course I am a prejudiced witness and so are the 
members of this committee. 

Mr. Powers. Yes, sir. 

Mr. Héverr. But we feel, in doing what we are doing and the man- 
ner in which we are doing it, we are accomplishing the greatest 
results by bringing these matters right on top of the table. 

Mr. Powers. I think you are absolutely correct, Mr. Chairman. 
And it has been of material assistance to us, and, in my opinion, to the 
Air Force. While there may be some disagreement on this point, I 
think it is going to be helpful to the contractors. 
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Mr. Hézerr. It will keep them out of trouble with other divisions 
of the Government, maybe. 

Mr. Powers. I think the results that both this committee and the 
GAO has done, in accordance with the desires of this committee in 

iving emphasis to this area and the programs which the Comptroller 

neral has undertaken in response to the desires of this committee, 
has been extremely helpful in Government procurement. Also the 
Air Force has been giving what I feel to be effective and cooperative 
work to improve upon this matter of more effective contract adminis- 
tration and negotiations—— 

Mr. Hévert. Yes. 

Mr. Powers. I think you recognize, Mr. Chairman, that all our 
reports are directed for your consideration as an identification of the 
weaknesses in the controls of the system. 

Our efforts are not directed toward the deficiencies of any in- 
dividuals or officials, 

Mr. Hépert. Of course if we are going in the wrong direction— 
again I say I do not feel we are. But if we are, we would like to 
have the benefit of any suggestions. But my reaction to it has been 
that the only way in which we can point up these inefliciencies—not 
all willful, but certainly inefliciencies—is through full cooperation. 
We would be lost without the GAO. As you recognize, our staff is 
very limited, and after all you are the arm of the Congress. 

The committee feels we should get these matters and expose them, 
because exposing is really the only weapon we have of bringing anyone 
tobook. That is why I asked you the question. 

Of course you understand my question was facetious. 

Mr. Hardy, you had something ? 

Mr. Harpy. I had one more, Mr. Chairman, in connection with the 
statements that were made a moment ago about a refund being made. 
Specific reference was made to Lockheed and attention was called to 
the fact that when they had these things called to their attention 
by GAO, they did make refund. That of course is very fine. And 
where there is a justified refund, I think the action by the contractor 
inmaking that refund and recognizing the previous error is a laudable 
reaction. 

But I wonder whether this means that in order for us to be reason- 
ably sure that we have retrieved the funds which ought to be recovered 
by the Government, we are going to have to have GAO make an audit 
of every single contract. 

If that is the case, I don’t know how we are going to do it. Can 
you comment on that? Because you have clearly indicated that in 
the case of Lockheed, the only areas where we have made recoveries 
are those where you have made your audits and discovered the errors. 

And if those errors existed in those contracts, what is the situation 
with respect to those you haven’t audited ? 

Mr. Powers. Yes, Mr. Hardy, I think, in all fairness, that it should 


- be disclosed here that the amount of our efforts in terms of this very 


thing pointed up the need for the Air Force to increase the effort that 
they have applied to a review of this. 

I feel on the basis of the actions they have advised us on and also on 
the basis of what they are currently doing, that there will be a signifi- 
cant improvement brought about. 
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I don’t think that we have the adequate resources that we could 
apply. 
OM. Harpy. Perhaps you don’t. But the thing I am trying to un- 
derstand is what percentage of the recoveries which we might normal] 
expect reasonable refunds—what percent of them are we actually re. 
covering? Take the Lockheed situation. You pointed out Lockheed, 

Mr. Powers. Yes, sir. 

Mr. Harpy. You know how much you have recovered by the errors 
that you have found. How does that relate to the total Lockheed 
contracts during this time period that we are concerned with? 

Mr. Powers. Well, we don’t have that information, Mr. Hardy. 

Mr. Harpy. Well, it must be a comparatively small percentage of 
them. 

Mr. Hammonp. It is small. 

Mr. Harpy. So the only way we are ever going to get it back, Mr. 
Chairman, is to be sure a complete audit is made. am not at all 
sure, based on the experience we have had with the Air Force up to 
now, that their audits would be reasonably responsive and maybe we 
are going to have to increase the staff of the GAO. 

Mr. Gavin. Mr. Chairman. 

Mr. Hésert. Mr. Gavin. 

Mr. Gavin. On page 33 of your report, the last paragraph: 

The Assistant Secretary in his January 19, 1959, letter informed us that the 
Air Force is reviewing each case and will take appropriate action. He also stated 
his concern that the pattern of these cases raises serious questions involving the 
validity of the contractors’ price proposals and outlined corrective measures 
taken by the Air Force. 


On the next page, the last paragraph: 


In concluding his January 19, 1959, letter, the Assistant Secretary stated his 
conviction that Air Force methods of contracting and pricing are sound. 

What do you think ? 

Mr. Powers. Well, I would like to state this. 

Mr. Gavin. He admits over here that there are serious questions in- 
volving the validity of the contractors’ prices and on the next page 
he states in his letter his conviction that the Air Force methods of 
contracting and pricing are sound. 

What do youthink? Now you have been examining these accounts, 

Mr. Powers. Yes, sir. Well, in my opinion, Mr. Gavin, I think 
that one of the things, as pointed out here in our report, is more toward 
correction and improvement of the practices and the forms of 
contracting. 

I believe we have certain reservations concerning some uses of in- 
centive-type contracts. But under the proper conditions and circum- 
stances, we think it is an appropriate form of contracting. 

We believe also that by the actions that the Department has pro- 
posed and is taking, that there will be a further improvement brought 
about. I think another important point, Mr. Galvin, is this: I believe 
the one major difference between what the Assistant Secretary ad- 
vised us iad what our conclusions are from the result of our examina- 





tion is the degree of reliance placed upon a prime contractor’s pur- 
chasing system and his control over subcontracting. 
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We believe that the Air Force should exercise greater surveillance 
and supervision, at least on a test basis, over the subcontracting prac- 
tices and procedures. 

Mr. Gavin. The Air Force should ? 

Mr. Powers. Yes, sir. 

Mr. Gavin. Then you say here, on page 36—let me read: 

In our opinion AFPI 3808.5 indicates that the Air Force contracting offi- 
dals should generally not take an active part in subcontract pricing between 
the prime contractor and its subcontractors. 

Mr. Powers. Yes, sir; and that is the part we don’t agree with. 

Mr. Gavin. Why not ‘ 

Why not have them carefully examine all subcontracts that are 
under the prime contract ¢ 

Mr. Powers. We think that greater emphasis should be given to 
that. 

Mr. Gavin. What way have you to check? Supposing the prime 
contractor takes anything that the subcontractor may have to offer. 
How are you going to check out on that? 

Mr. Powers. Well, we believe as a result of experience and by 
selective tests to be made by the Air Force, they will be in a much 
better position to know what additional surveillance and review 
they have to make over these subcontracting practices. At least to us, 
we believe that the Air Force must exercise greater responsibility than 
what we understand their current Air Force procurement instructions 
provide in this matter of their contracting practices. 

Mr. Héserr. Mr. Winstead. 

Mr. Wrnsteap. I would like to make this statement. We can talk 
about this until “doomsday,” but unless the contracting officers in the 
military themselves assume their own responsibilities and go into this 
and as we get the list of these companies over a period of years as to 
what their areas and branches have been—I think if we check the men 
in the military who negotiate all these contracts we might begin to put 
our finger on something now. ‘That is all. 

Mr. Héverr. Mr. Price. 

Mr. Price. Mr. Chairman. 

Are these the type of overcharges or excess charges to the Gov- 
emment that might normally be found in a regular renegotiation 
policy ? 

Mr. Powers. Well, Mr. Price, I honestly don’t know. I am not ac- 
quainted with the details of operation of the Contract Renegotiation 
Board. 

I do know this, that we furnish to the Chairman of the Board copies 
of every single one of our reports. As I understand Mr. Coggeshall, 
the Chairman of the Board, these reports are utilized as additional 
information in connection with their renegotiation considerations and 
determinations. 

Actually, we have no responsibility in terms of reviewing any part 
of the actions of the Renegotiation Board. 

Mr. Harpy. May I help to clear that point up? 

Mr. Price. Yes. 
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Mr. Harpy. Unless the Renegotiation Board undertook to make an 
audit of the source data used at the negotiating table, they wouldn't 
ever find this stuff, would they ? 

Mr. Price. That is the point I want to get at. 

Mr. Harpy. That is what I thought you wanted. 

Mr. Price. Are these items that are gotten at only in this way? 
Does the Renegotiation Board get at the type of overcharges and 
errors ? 

Mr. Powers. I think the Renegotiation Board, Mr. Price—and this 
I don’t know to be factual—would certainly consider in terms of the 
amount of renegotiable business for any contractor, for a given period 
of time, what his costs were and what his profits were. Whether they 
give detailed consideration to each individual contract, I am not pre- 
pared to answer. But that is the result. In other words, whether 
they give consideration as to whether an excessive profit was made 
under one contract to use as an offset against a loss on another con- 
tract, I just frankly don’t know, Mr. Price. 

Mr. Price. You think it is likely, however, that they base their find- 
ings on information furnished to them ? 

Mr. Powers. That is right, and I think they would get into—I would 
imagine 

Mr. Price. And they may get some of this erroneous information 
that you auditors originally got and your study and your audit showed 
that they were in error; is that correct ? 

Mr. Powers. Well, certainly. The only thing I know is this: From 
my understanding of the functions of the Board, they are able to uti- 
lize our reports in connection with the renegotiation process, 

Mr. Price. But you do not make a report on every contract? 

Mr. Powers. Generally we may make a report—we try to make a 
report on all audits we make. 

The significance of our findings may not warrant the submission of 
a report to Congress or the head of an agency. It may be just simply 
a closeout letter to the contracting officer advising him that we made 
a selective examination and we have no findings to report. 

Mr. Price. Do you audit every contract ¢ 

Mr. Powers. No, sir. It is very highly selective, Mr. Price. 

Mr. Price. How selective? For instance, this is a selective list. 
There are just a few contracts on there, comparatively speaking. 
What percentage would you say is on here as against the number of 
contracts that the Air Force has? 

Mr. Powers. Well, I would like, first, to point out that on page 9 of 
our report we explain generally how we approach it, but to go back to 
the specifies of your question, I would estimate that we don’t audit 
more than 1 percent of all the contracts. 

Mr. Price. Yes. Now let me ask this question: In the contracts 
that you did audit, did you find excess charges in someway—errors 
and excess charges, in every one of them that you did audit? 
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t Mr. Powers. No, sir. 
Mr. Price. You did not? 
Mr. Powers. No, sir. 
Mr. Price. What percentage would you say where you found excess 
2 charges, of the ones that you did audit ? 
Mr. Powers. I don’t know offhand, but I will be glad to furnish 
that for the record, Mr. Price. I honestly don’t know offhand. 
A Mr. Price. I think that should be supplied to the committee. 
e Mr. Powers. Yes, sir. 
d Mr. Hésert. The committee will stand in recess until 10 o’clock to- 
y | morrow morning. 
i. We would appreciate it if you would be back. 
r Mr. Powers. Yes, sir. 
le (Whereupon, at 12 o’clock noon the committee was adjourned, to 
1- reconvene at 10 a. m., Thursday, June 4, 1959.) 
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| WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


THURSDAY, JUNE 4, 1959 


Hovusr or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 


The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. H&éserr. The committee will be in order. 

Members of the committee, I desire to make an announcement at 
this time. 

Not in connection with this particular hearing before us, but in 
connection with a hearing which has been scheduled and been on 
the agenda since the year’s agenda was announced. 

It is in connection with the inquiry into retired Army, Navy, and 
Air Force personnel. Military and civilian, both the military and 
civilian employment in defense industries after retirement from 
yovernment. 

As you know, this committee has been cognizant of this very com- 
plex and perplexing problem for a number of years. It was first 
introduced before the committee in the airframe industry some years 
ago and was commented upon at that time. 

Through the succeeding years, the problem has become more acute. 
The committee, recognizing this problem, placed this inquiry on the 
agenda for this year’s business, to follow immediately after the hear- 
ings in connection with the matters now before us. 

As an indication of the widespread and keen interest in this matter, 
the Chair wishes to refer to the debate on the House floor of yesterday 
afternoon, whereby an amendment was offered to the appropriations 
’ defense bill and received with applause on the floor, an amendment 

prohibiting the employment of all those in the rank above colonel, 

I think it was 

Mr. Hess. That is right. 

Mr. Hénerr. For 5 years. On a voice vote, the Chair ruled in favor 

of the amendment. 

On a division vote, there was a count of 131 to 130 against the 

amendment. 

A teller vote was ordered and the division then was 145 to 127. 
| During the course of the debate on the amendment, Mr. Mahon, the 
| chairman of the Subcommittee of Appropriations handling the defense 
| bill, informed the House that he had been in contact with the chair- 
_ Inan of this committee and had been informed by the chairman some 

time ago that this hearing would be held. 
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I was present on the floor at the time but did not consider jt wit 
proper to inject myself into that debate because it was a matter of tha 
the Appropriations Committee. However, on the basis of the state- \ 
ment made by Mr. Mahon, I certainly do feel, and other members fee] con 
that the amendment was rejected. This places the matter squarely un¢ 
before us as quickly as possible. ) 

This morning I was called by the chairman of the full committee. you 
Mr. Carl Vinson of Georgia, who instructed me to hold hearings as ) 
quickly as possible on this subject and directed me and the subcom- stal 
mittee to come up after the investigation, with a proposed bill to solve s 
this problem if at all possible. MF 

Now, I realize as I am sure as every other member of the committee me 
realizes, that this matter can’t be settled in a matter of moments, y 
Certainly it could not have been settled on the House floor yesterda M 
afternoon. It is a very, very complex problem. It is a problem whic hia 
has many, many ramifications. It is a problem which ton many pros a 

efi 


and cons to it. 


This committee is not going to rush pellmell into writing such legis- | M 
lation, but will be calm and deliberate in its hearings. It will carry | M 
out the instructions of the chairman of the full committee, and im- M 
mediately after these hearings are concluded we will begin hearings, | M 
Or, we may even postpone these hearings, before we write a report. firm: 

But, as soon as possible, we will get into the matter of retired mili- M 
tary and civilian personnel being employed by defense contractors, | ™an 
following their retirement from the Government, and remaining on M 
the payroll of the Government in a retired status and on the payroll M 
of the private contractor in an active status. both 

Now, Mr. Hess, do you have any comment to make? our r 

Mr. Hess. I have no comment to make at all. Mi 

Mr. Hésert. Mr. Hardy, do you have any comment ? | M 

Mr. Harpy. Mr. Chairman, only to say that it is most important | monc 
that we undertake that as soon as we can. It is a matter that needs to Mi 
be worked out. Mr 


I am not at all sure that it isn’t contributing substantially to the | whicl 


problems that we are finding in this whole contracting picture. Mr 
Mr. Hésert. That is all ? the B 
Mr. Harpy. That isall. 109,01 
Mr. Hénert. Thank you. $178, 
Now, gentlemen, we will proceed with the hearing where we left off | . Th 
yesterday. | $5,025 


Mr. Powers, we were discussing the contractors by name and the the e 
inquiry at that time was directed to the attitude of the individual | $1,398 


contractor. In order to get the record very accurate, I wish we would | . Int 
proceed along those lines, naming each firm, each contractor, and their { the G 
attitude after being informed of the inaccuracy of their figures. $187,( 

Mr. Powers. Mr. Chairman, I wish to inform you that Mr. Keller, The 


General Counsel, was required to appear before another committee contre 
this morning and will join us immediately after the conclusion of $15,22 
that hearing. So he will join us later. estima 


Mr. Hésert. I hope it 1s not a duplicated hearing, Mr. Powers. The 
Mr. Powers. No, sir; it is on a different subject, sir. | contra 
Mr. Chairman, I would like to suggest, if it meets with your ap-| "cove 


proval, that we relate the financial summary and then specifically deal | the am 
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with the facts and circumstances surrounding the individual cases 
that we have reported on in our overall report. ! 

We first deal with the four cases involving fixed price incentive 
contracts and then to the extent that you desire the individual cases 
under firm fixed price contracts and purchase orders. 

Mr. Hésert. It will be perfectly all right, but understanding that 
you are proceeding in describing these firms. 

Mr. Powers. Yes, sir; and the status and the facts and circum- 
stances. 

Mr. Heéverr. And the status, without reference to their attitude. 

In other words, when you describe it and refer to overcharges or 
inaccurate figures 

Mr. Powers. Yes, sir. 

Mr. Héserr. It is to be understood that when you do describe them 
you are not referring to the firm as having willfully or knowingly 

laced the inaccurate figures before you, but that matter will be 

efined after you finish the overall picture. 

Mr. Powers. Yes, sir. 

Mr. Héeerr. Is that correct ? 

Mr. Powers. Yes, sir. 

Mr. Hépert. Because, as I told you gentlemen, we do not want these 
firms to be unjustly accused, but we don’t want the guilty to escape. 

Mr. Powers. Yes, sir. That is why we have endeavored, Mr. Chair- 
man, to report all of the facts. 

Mr. Héserr. Good. 

Mr. Powers. For your information we have presented these facts 
both to the contractor and to the Department of the Air Force before 
our report was submitted to the Congress. 

Mr. Héverr. Good. Proceed. 

Mr. Powers. Then with your permission, Mr. Bailey and Mr. Ham- 
mond will finish with the summary. 

Mr. Héserr. All right. 

Mr. Powers. Then we will immediately go into the second case, 
which will be Boeing Airplane Co. 

Mr. Battey. The second item on the summary is the case involving 
the Boeing Airplane Co., where the contract prices amounted to $193,- 
109,000. Contemplated profits, $14,304,000. And the estimated costs, 
$178,805,000. 

The estimated excessive costs identified by our review amounted to 
$5,023,000. And under the terms of the provisions of the contract, 
the excess costs to the Government wae adjusted, would run 
$1,398,000. 

In this case some adjustment was made resulting in a recovery by 
oe — an adjustment that is in the Government’s favor, of 
187,000. 

The third item involves the Lockheed Aircraft Corp. where the 
contract prices amounted to $198,893,000. The contemplated profits, 
$15,224,000. The estimated costs, $183,669,000. And the excessive 
estimated costs identified by GAO's review, $4,111,000. 

The excess costs to the Government under the provisions of the 
contract based on the $4,111,000 amounted to $1,251,000. And the 
recoveries by the Government are in excess—in this particular case 
the amount has been refunded. The recovery will be in excess of the 
$1,250,000 shown on our schedule. 
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The fourth case involves General Precision Laboratory: The con- 
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tract prices amounted to $22,547,000. The contemplated profits, 


$2,050,000. The estimated costs, $20,497,000. Our review identified 
estimated excessive costs of approximately $500,000. ‘The excess cost 
to the Government in this case, $150,000. 

These four cases total: Contract prices, $517,009,000; contemplated 
profits, $40,038,000; estimated costs, $476,971,000; and the estimated 
excessive costs identified by GAO, $14,827, 000. 

The total excess to the Gov ernment, $4,305,000. And so far, 
recoveries in excess of $1,437,000. 

Now, to go on with the firm fixed price contracts and purchase 
orders. 

The Cessna Aireraft_ Co.: The contract prices were $6,325,000; 
contemplated profits, $575,000; estimated costs negotiated, $5 750,000: 
the excessive estimated costs identified, $243,000. ‘The excess cost to 
the Government, $68,000. 

Mr. Harpy. Mr. Chairman, could I ask him a question of a general 
nature on these? 

Mr. Heéperr. Yes. 

Mr. Harpy. Now, we are in a different type contract from the ones 
we were discussing yesterday. 

Where you have a firm fixed price contract, what are the rights of 
audit available to the Air Force, where a firm fixed price has been 
negotiated ? 

Mr. Battry. Well, where a firm fixed price has been negotiated, the 
Air Force has the right to require supporting documentation prior to 
the time they enter into the contract. 

Mr. Harpy. That is right. Now, that is prior to the negotiations? 

Mr. Battery. Yes, sir. 

Mr. Harpy. But after a contract has been negotiated, what rights 
of audit does the Air Force have? 

Mr. Baier. The Air Force has no specific right of audit after 
that time. As a customer-seller relationship, I would assume they 
could ask for and receive information. 

Mr. Harpy. So that if the price was negotiated in the first instanee, 
a firm fixed price was negotiated, based on inaccurate, incomplete, or 
false information, there would be no way that the Air Force would 
have of even knowing it? Is that right? 

Mr. Batter. I think this would be right. I would say that in the 
ordinary course of affairs, they would not go back to take a look at 
the basic data that resulted in the negotiation of the fixed price 
contract. Now, this is 

Mr. Harpy. This group that you are now discussing is a group of 
contracts that was negotiated and actually they were negotiated on a 
firm fixed price basis ‘and the Air Force had no real right to go back 
and audit these after having negotiated the price; is that right? 

Mr. Barry. I think that would be correct, Mr. Hardy. 

Mr. Hammonp. With one exception, the Air Force, in awarding 
follow-on contracts, could require or could insist that the contractors 
furnish cost experience on earlier contracts for use in evaluating the 
reasonableness. 

Mr. Harpy. But that would be only if they had reason to believe 
they had been overcharged; isn’t that right ? 
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Mr. Hammonp. I think it would be a good basis for awarding the 
follow-on contract—— 

Mr. Harpy. What would be the basis for awarding the follow-on 
contract ? 

Mr. Hammonp. To get the experience on the earlier perfor mance, so 
they could use it in determining the reasonableness of the price for 
the follow-on contract. 

Mr. Harpy. Of course, that would be a matter of deciding on what 
factors they would bring into play as a basis for the negotiation ? 

Mr. Hammonp. Yes, sir. 

Mr. Harpy. For the follow-on contract ? 

Mr. Hammonp. Yes, sir. 

Mr. Powers. That is correct. 

Mr. Harpy. But unless they did something of that kind, they 
wouldn’t even know they had been ov ercharged because of the im- 
proper or inaccurate infor mation, isn’t that right? 

Mr. Hammonp. That is right. 

Mr. Harpy. Now, on what statutory basis did you audit these 
contracts 4 

Mr. Powers. Well, each one of these contracts, Mr. Hardy—— 

Mr. Harpy. Contains a clause. 

Mr. Powers. A clause. 

Mr. Harpy. Permitting you to do it. 

Mr. Powers. That is correct. 

Mr. Harpy. I think I helped write that into the law. 

Mr. Powers. You certainly did, sir. 

Mr. Harpy. But these contracts specifically permit GAO audit? 

Mr. Powers. That is right, sir. 

Mr. Harpy. Well now, how can we avoid—you have a total here, 
which you are going to add up now in a minute, that will show a 
pretty big figure of excess in the negotiated price based on inaccurate, 
improper or false information. I don’t know which, but all of those 
would be categories that could come into this determination, isn’t that 
right / 

Mr. Powers. Yes, sir. 

Mr. Harpy. And how can we avoid this kind of a situation at the 
negotiating table? 

Mr. Powers. Well, basically I feel, Mr. Hardy, that one of the most 
important things is that whatever information is available to the con- 
tractor in terms of the facts relating to the prices to be negotiated, be 
made available to the Air Force at the negotiating table. 

Mr. Harpy. Well, that is supposed to be done, isn’t it ? 

Mr. Powers. Well, I think the results of our review disclose that 
there have been cases of omission or presentation of inaccurate infor- 
mation used in the process of negotiation. 

Mr. Harpy. I think that is conclusive, but I want to try to see now 
what we can do to prevent it in the future. 

Mr. Powers. Yes, sir. 

Mr. Harpy. I am wondering, for instance, whether there is any re- 
quirement that the contractor bri ing in audited information ? 

Mr. Powers. I think the Air Force can require that he bring in cer- 
tain actual cost data experienced. 
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Mr. Harpy. Yes, but how are they going to know whether he does 
or not ? 

Mr. Powers Well—— 

Mr. Harpy. We have had cases where they thought they were doing 
it, but it didn’t happen to turn out that way. 

Mr. Powers. Yes. 

Mr. Harpy. Why shouldn’t the Air Force audit every one of these 
things before they go to the negotiating table? 

Mr. Powers. You mean audit the contract 

Mr. Harpy. On every one of these contracts, when they are nego- 
tiating a contract based on costs submitted by the contractor based on 
his performance or the availability of certain subcontracts to him— 
when they are doing that, why shouldn’t they require an audit? Why 
shouldn’t they themselves make an audit of his performance, so they 
will have a proper basis for negotiating ? 

Mr. Powers. You mean before the award ? 

Mr. Harpy. Before the award. 

Mr. Powers. I think they can require an audit to be made. 

Mr. Harpy. Do you know whether they have ever done that ? 

Mr. Powers. I believe they have. 

Mr. Hammonp. Yes, they have in some cases. We have recom- 
mended that they review the contractor’s proposal and check it to the 
contractor’s record. 

Mr. Harpy. Well, of course, they review the contractor’s proposal. 
They must do that in the course of the negotiation. 

Mr. Hammonp. That is right. 

Mr. Harpy. And they check it at the negotiating table. But who 
does it? A contracting officer. Is he an auditor? Has he made an 
audit and does he he go behind the figures that are presented at the 
negotiating table? 

Mr. Hammonp. We have found that in many cases the procurement 
people have not made adequate use of the audit personnel. 

Mr. Harpy. Well, is there any reason why they shouldn’t ? 

Mr. Hammonp. Not that we know of. 

Mr. Powers. Particularly on the more significant cases, I think, 
Mr. Hardy. I don’t think that it would be feasible for the Air Force 
to attempt to audit all of these. 

Mr. Hardy. When we look at the amounts in these figures that 

ou are bringing in here right now, I am not at all sure that there 
shouldn’t be a requirement that it be done in every case. This thing 
that I am trying to understand now is whether that is a means by 
which this kind of error, this kind of improper pricing can be 
eliminated. 

Mr. Powers. We believe that it can, Mr. Hardy. 

I think if the Air Force places the requirement upon the contractor 
to submit his cost experience, that has been occurred up to the point 
that they are negotating for these follow-on contracts, you know, 
firm fixed price contracts or purchase orders. They also have, I 
believe, the right to ask their administrative audit personnel to re- 
view that and submit an advisory audit on whether or not these 
are reasonable, accurate, complete, or current. 

Mr. Harpy. Well, that is the thing I was getting at. 

Now, in your statement yesterday I believe you indicated that be- 
cause of some of these erroneous figures that had been used at the 
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negotiating table, one effort to bring about corrections had been to 
require a certification as to the accuracy of the subcontract prices. 
Ismy memory right? 

Mr. Powers. That is correct, sir. 

Mr. Harpy. Now, have you audited any contract where such a cer- 
tification was required ? 

Mr. Powers. I don’t think we have yet, Mr. Hardy. 

Mr. Harpy. Well, it would be interesting to find out whether or not 
the certification in itself really performs the purpose for which it is 
intended. I am not suggesting that it is intentionally violated, but 
we have seen so many of these things. I think it would be important 
to see what results have been achieved by the use of it. 

Mr. Powers. Well, Mr. Hardy, as you know, I think the certifica- 
tion, as I recall, was put in as a requirement by the Air Force just 
about a year ago, initially. Then there was an additional step taken 
by the Air Force in January of this year. : 

We propose that as Air Force proceeds and does gain some experi- 
ence in this, to review what the results are and whether or not they 
are effective. 

Mr. Harpy. Well, considering the magnitude of the job the Air 
Force has undertaken, they had better do better auditing than they 
are doing. If the requirement that an audit be made before a nego- 
tiation is insisted on, it seems to me we could eliminate a big percent- 
age of the very problem that you are pointing out here. 

Mr. Powers. Yes, sir. 

Mr. Hammonp. Mr. Hardy, this column here, “Excess estimated 
cost identified by GAO,” $17 million, we believe would have been 
identified by adequate review of the proposal in relation to the con- 
tractor’s records prior to the time of the negotiations. 

Mr. Harpy. But I am thinking in terms of the personnel that is 
looking at that stuff. 

Now, if you have just a contracting officer in there who is not an 
auditor and isn’t going to go behind the figures that the contractor 
submits as a basis for negotiation, I am not at all sure that the con- 
tracting officer is going to be competent to make the kind of a review 
that would reveal these things. Considering some of the contracting 
officers that we have seen up here that are entering into contracts up 
to $1 million, I would say very definitely they are not competent. 

Mr. Powers. Well, Mr. Hardy, I think it would be fair to state that 
as a result of both our reviews and the Air Force’s own analysis of this, 
that they would fully agree that there can be a greater use made of 
their auditing personnel of the contracting 

Mr. Harpy. I am not talking about what can be done. Let’s talk 
about what will be done. 

Mr. Powers. They have already directed that the full negotiating 
team, composed of the contracting officer, the price analyst, the engi- 
neering and procurement specialist, and the contract auditor, direct 
more and thorough attention to an examination of the price proposals 
and particularly the forward pricing backup and detail. 

Mr. Harpy. Thank you, Mr. Chairman. 

Mr. Héserr. I want to pursue a little bit what Mr. Hardy has said, 
because he again has raised a very pertinent question and placed his 
finger right on the sore. Of course, you cannot speak for the Air 





Force. 
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Mr. Powers. No, sir. 

Mr. Héserr. And when the Air Force appears, we will have to get 
the information from them. But the information which has come to 
me is that the Air Force contracting officer, who is supposed to be 
the captain of the team, does not call in the services of the auditor 
or the price analyst. That has been the practice, the common prac- 
tice. The exception has been where they have called in the auditor 
at the negotiating table to audit these accounts. 

Now, of course, you can’t say whether that is correct or not, but I 
think Mr. Hardy is in agreement with me—that is what you had in 
mind ¢ 

Mr. Harpy. Very definitely. The only difference I would have, 
Mr. Chairman, is this: I think if you wait until you get to the negotiat- 
ing table before you call the auditor in, you are not going to be able 
to do the job. 

Mr. Heserr. That iscorrect. So it has been the laxity of Air Force, 
according to the information given to the committee, in utilizing the 
services of its own auditor prior to going to the negotiating table, to 
know exactly what the figures are. The Air Force would have to an- 
swer that. 

The Air Force would have to answer that. 

With reference to the question raised by Mr. Hardy on these price 
fixed contracts, the GAO auditors went back to the negotiating table 
to find out what the prices were at that time and what prices were 
projected into fixing the price, is that correct / 

Mr. Powers. Yes, sir; and what was the supporting detail in back 
of the price proposals, including any experienced costs related to 
the prior production, and current production, of the items under 
negotiation. 

Mr. Héverr. So in effect the difference between the audit of incen- 
tive type and the price-fixed type is that in the incentive type you 
have projected the audit to the incentive target, to find out if those 
prices were proper and substantiated, whereas in the fixed-price con- 
tract you have gone to the negotiating level to find out if that fixed 
price was an accurate price ? 

Mr. Powers. That is correct, sir. 

Mr. Héserr. So it is all a postaudit, then ? 

Mr. Powers. Well, our audit dealt with, Mr. Chairman, the infor- 
mation that was used at the negotiating table, that was available at 
the time of negotiation. It did not deal with information that was 
subsequently available, you know, in terms of actual costs. 

Mr. Héverr. Yes. Now, Mr. Hardy has raised a question—and it 
is not clear in my mind what your answer to it was. 

What statutory authority did you have to examine the fixed price? 

Mr. Powers. Just a second, Mr. Chairman. I will give you the 
exact 

Mr. Hénerr. No, just tell it tome in general. It is all right. 

Mr. Powers. It is 10 U.S.C. 2313(b). 

Mr. Hépert. Is that what you had reference to? 

Mr. Harpy. Yes. That is a statutory requirement that the military 
write into these contracts a clause which permits examination by the 
GAO after the fact. 

Mr. Hépert. On fixed-price contracts. 
Mr. Bartey. All negotiated contracts. 
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Mr. Powers. Any contract negotiated under the authority of the 
Armed Services Procurement Act and the amendments thereunder is 
required to contain a clause to the effect that gives us the right and 
access to the contractor’s records for the purpose of making an audit 
of that particular contract or subcontract. 

Mr. Hézerr. Which allows no escape from examination, if properly 
used. 

Mr. Powers. That is right, sir. 

Mr. Hépsert. The power is there if properly used. 

Mr. Powers. Right, sir. 

Mr. Harpy. But the power of recovery, Mr. Chairman, is not nec- 
essarily there. 

Mr. Courrney. No. 

Mr. Hésertr. Recovery comes from the Renegotiation Act. 

Mr. Harpy. But the Renegotiation Board is not going to be able 
totake into account all of these items. 

In the incentive type contract, the factors used in the negotiation 

o to the target price, as you pointed out, Mr. Chairman. And there 
is, of course, a reexamination after the fact in case of the incentive 
type contract, but it doesn’: necessarily take into account the errors 
that went into this original target price. 

In your fixed price contract, the Air Force itself doesn’t even have 
the right of examination, I don’t believe, unless they put that clause 
in the contract too, and I certainly know of no statutory requirement. 

Mr. Heserr. Well, Mr. Gavin made a comment yesterday, in the 
original report of Mr. Powers for the General Accounting Office. I’ve 
forgotten the exact words. But in general the reference was this, 
that in spite of these shortcomings and in spite of these inaccuracies, 
the Air Force considered the incentive type contract a sound and valid 
method of doing business. 

I think that was the conclusion of the Air Force in the report to 
you, wasn’t it ? 

Mr. Powers. Right, sir. 

Mr. Héserr. Mr. Gavin, as I understood him, challenged the sound- 
ness of that language when these practices did take place. 

Of course, I personally see no inconsistency in that statement at all, 
itis probably a sound way of doing business, but only if it is backed 
up by sound action and by sound examination. But the weakness 
isin the lack of the soundness or the inaccurate or the inadequate 
examination of the figures at the negotiating table. The same prin- 
cipal applies to a law. A law may be a good law, but how it is en- 
forced is something else. 

Mr. Powers. That is right. 

I think also, Mr. Chairman, the point in addition to the one you 
made—I believe Mr. Gavin had reference to—was the matter of re- 
sponsibility over the reasonableness and accuracy of the subcontracts 
under the prime incentive type contracts, as to whether it was spe- 
cifically the responsibility of the prime contractor. 

Mr. Hésertr. That is correct. 

Mr. Powers. To police that area and to see that the subcontracts 
were negotiated on a reasonable, accurate, and fair basis, as opposed 
tothe Air Force’s responsibility. 

As we indicated yesterday, we believe that certainly on the major 
and more important of these subcontracts there should be greater 
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emphasis given by the Air Force to assuring themselves that the 
primes are actually effectively negotiating reasonable and accurate 
subcontract prices. 

_ Mr. Héserr. That is correct, but we do not want to get ourselves 
into a position of damning or condemning the incentive type contract 
per se. 

Mr. Powers. No, sir. 

Mr. Hésert. It is a good type contract, probably. If it was backed 
up with the proper responsibility and the proper examination. But 
if it is not backed up, that is, if it is built on sand—the building may 
be a very good building, but if it is built on sand it will collapse. 

Mr. Powers. I think, Mr. Chairman, so long as we can improve the 
estimates that are used in the development of the target prices and 
are able to get out of those target prices any unrealistic or inaccurate 
amounts, then, and under other related conditions and circumstances 
the incentive type contract certainly would provide some encourage. 
ment to the contractor to increase his efficiency and reduce his cost of 
production. 

Mr. Héserr. I would hesitate to say if it was an honest figure—T 
would say the incentive price contract system collapses if you have 
inaccurate figures. 

Mr. Powers. That is right, sir. 

Mr. Héserr. It must be an accurate estimate to arrive at the proper 
incentive target price. 

Mr. Powers. A reasonably accurate basis. 

Mr. Héserr. Now, as I understood, yesterday, you were only able 
with your capability and the personnel of your office to audit approxi- 
mately 1 percent? 

Mr. Powers. Certainly it wouldn’t exceed that. 

Mr. Hésert. Certainly it wouldn’t exceed that? 

Mr. Powers. No, sir. 

Mr. Héserr. So that 99 percent go unexamined. Some power be- 
yond me can alone estimate just how much of the same situation pre- 
vails in the other 99 percent that prevails in the 1 percent. 

Mr. Powers. Well, Mr. Chairman, we propose to review the results 
of the actions taken by the Air Force because of the disclosure of this 
problem. 

Mr. Hézert. I am not criticizing you for the 1 percent. 

Mr. Powers. No, sir. 

Mr. Héserr. That is all you can do. 

Mr. Powers. That is right. 

Mr. Hénerr. It would cost 100 times as much. You are in the same 
position as the Internal Revenue Service. 

Mr. Powers. I think we would all agree it would be highly desirable 
for the Air Force to get on top of the situation themselves. 

Mr. Hépert. Your workload would certainly be relieved if the 
Air Force auditors did their job. 

Mr. Powers. That is right, sir. And I might add this, Mr. Chair- 
man: The work which they are currently doing—for instance, a very 
significant part of the agency audit personnel is utilized on the audit 
of straight cost reimbursement types of contracts. 

The results of their audits generally are such that it permits us— 
because we feel they are doing a fairly effective job—to direct our 
attention to these types of contracts. And more significantly here, I 
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think the Air Force undoubtedly—and I don’t propose to speak for 

them, Mr. Chairman—will consider it necessary to readjust some em- 

hasis to these types of contracts and the audit of the elements that 
to make up the costs that are being projected. 

Mr. Hésert. Now, I want to ask you the $64 question. 

Mr. Powers. Yes, sir. ; 

Mr. Hézert. What kind of cooperation are you getting from the Air 
Force ? 

Mr. Powers. Mr. Chairman, in this area we have, in my opinion, 
received complete cooperation. 

Mr. Hésert. What area are you speaking of? The contracts before 

ou? 

Mr. Powers. Yes, sir. 

Mr. Hénerr. I am talking about the other contracts you would 
like tosee. Are you getting any cooperation from them ? 

Mr. Powers. Ves. sir. 

Mr. Hésert. They are not resisting you ? 

Mr. Powers. I don’t know of any case of resistance. Do you? 

Mr. Hammonp. No. We have had very good cooperation in our 
reviews of contracts, and the Air Force has assisted us in getting access 
tocontractor records. 

Mr. Hésert. Well, does this hold true of the Army and the Navy ? 

Mr. Powers. Yes, sir. 

Mr. Hammonp. In the contract field. 

Mr. Hépert. What are all these complaints I have been hearing 
about? It has become a cause celebre around here. 

Mr. Powers. Well, as you know, there was a disagreement between 
the Secretary of the Air Force and the Comptroller General on our 


| access to procurement inspection reports that are developed by the 


Inspector General of the Air Force on procurement matters. 

he Secretary advised the Com seller General that in accord- 
ance with Department of Defense policy he had determined that while 
he would be glad to give us the facts contained in the inspection 
reports made of these procurement matters by the Inspector General, 
that he did not feel it would be, as I recall, in the public interest, 
4 ml to disclose the opinions, conclusions, and recommendations. 

r. Courtney. Mr. Powers, may I interrupt you there, to suggest 


_ that the words with respect to the facts were to give you a summary 


of the facts. 

Mr. Powers. I think that is correct, Mr. Courtney. 

Mr. Hésert. If we are to draw our own conclusions as to the 
accuracy of those facts as compared to the accuracy of the facts 
which you have received, they wouldn’t be so accurate. 

Mr. Baeien Mr. Chairman, I suggest, too, that you would have 
two determinations to make; (1) whether it was in fact a summary; 
and (2) what the facts were in total. 

Mr. Harpy. If he has all the documents and hands you only what 
he wants you to see, nobody can make a determination as to the 
completeness or the accuracy except the fellow who wrote it. 

r. Hépert. So, really, you have not received the full cooperation 

In other words, you would like it to be different? 

Mr. Powers. I sure would. 

Mr. Hésert. All right. 


Mr. Powers. I misunderstood your question, Mr. Chairman. 
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Mr. Héperr. It was a loaded question and I asked it deliberately, 
Mr. Powers. I thought you meant the audit personnel in the Air 

Force. 

Mr. Hésert. No. The audit goes to the whole picture of getting 
the facts. 

Mr. Powers. Yes, sir. The entire internal audit group. 

Mr. Heésert. You do not receive, then, the cooperation that you 
desire ? ‘ 

Mr. Powers. Not of the inspection reports. 

Mr. Héserr. Well, inspection reports are figures. That is what 
you deal in. 

Mr. Powers. On negotiation records, we do. 

Mr. He&vert. On negotiations records you do? 

Mr. Powers. Yes, sir. 

Mr. Hésert. When it is in being, when the crime is taking Place, 
your water is cut off, isn’t it? . 

Mr. Powers. Yes, sir. 

Mr. Hépertr. You can’t prevent it. You have no deterrent then. 

Mr. Powers. Well, I would say this. This is a problem which 
hasn’t been resolved, at least to our satisfaction. Nevertheless, we 
feel it necessary from the standpoint of our statutory responsibility 
to the Congress and to the public to conduct our audits and examina- 
tions in the way that the Congress intended. 

We did have some problems recently in connection with our audit 
of missiles contracts, but I believe after we brought these problems 
individually to the attention of the people responsible for that, that 
they endeavored to work them out. 

The problem gets back to perhaps the degree to which we are re- 
quired to have escort service into plants and operations, and whether 
we are entitled to see certain programing and various types of opera- 
tional documents that relate to these contracts. 

But I think, Mr. Chairman, we will be able to do our work effee- 
tively, even though I might add it is getting a little bit tougher all 
the time to get access to the documents and records. 

Mr. Hésert. So the branch of the Government that is spending 
the money that we are trying to save is resisting the efforts to find 
out what the true figures are ¢ 

Mr. Powers. I wouldn’t—— 

Mr. Héserr. All right, I won't say that. In their minds, perhaps, 
they are honest figures. But again, I repeat that if we have to rely on 
the performance of another echelon, in accepting figures which have 
been proven inaccurate in the past involving millions and millions 
of dollars, what confidence are we going to have in this echelon to 
determine what the facts are. This makes it almost impossible for 
your people to go in and see what the facts are. They will let you 
look at the stable after the horse is gone, but they won't let you 
look at. the stable when the horse is still in there, to see how he is. 
That is what it amounts to. 

Then, from the language you used now and the description you 
make now, it seems like you fellows are almost suspect. when you 
go in these places. You need escorts and they have to clear you for 
secrecy every time you look at a document. 
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Mr. Powers. I also believe they want to be sure we get all the docu- 
ments we are entitled to, Mr. Chairman, and that we get them 
promptly. ot 5p : 

In all seriousness, I believe the Air Force is probably just as 
anxious to avoid these problems as we are, but I don’t mean to infer 
in any sense that we are not going to conduct a full and effective ex- 
amination. ‘There may be some delays or problems in getting access 
tothese records. 

Mr. Hésert. From my own view, it isa very unhealthy situation. 

Mr. Ketter. Mr. Chairman, I apologize for being late. I am at a 
disadvantage in not knowing exactly what has gone on. 

But, I would like to add one point to Mr. Powers’ statement. There 
are certain types of reports that we will not get or have not been able 
toget, that deal with the procurement area. 

Mr. Héserr. You wouldn’t ask for them if you didn’t think they 
were pertinent, would you ? 

Mr Ketier. No, sir; we would not. 

Mr. Héserr. Therefore, you are not getting the cooperation you 
need 

Mr. Ketter. Not on certain types of reports. 

Mr. Heéserr. That is it. That is what I wanted to get on the record, 
right here. 

Mr. Harpy. And you haven’t found any legal way to get them, I 
take it ? 

Mr. Keiurer. No, sir; we have not. 

Mr. Ifarpy. This involves the so-called alleged separation of 
powers ¢ 

Mr. Ketter. That is precisely what it is, separation of powers and 
Executive privilege. 

Mr. Héserr. It seems to be more a separation of the taxpayers from 
their money than a separation of power. It isa problem. I know what 
you gentlemen are confronted with, and so this committee is concerned 
with that problem. 

Mr. Ketter. Mr. Powers’ point is that notwithstanding that certain 
reports we have not been able to get—— 

Mr. H&serr. Notwithstanding, you are still doing the job? 

Mr. Keturr. We are doing the best job we can. We are getting 
considerable information, but not all information. 

Mr. Hérserr. Well, all committees up here have that problem. Not- 
withstanding the situation, they usually have to become dentists and 
pull teeth to get answers, but they finally do the best they can. 

Mr. Kevirr. But I do feel—and I would like to have this on the 
record—that our people are only asking for information that is perti- 
nent to the inquiry we are making. 

Mr. Héverr. That is the reason I can’t understand the resistance on 
the part of the executive branch, as represented by the Department of 
Air Force in this instance. You are not curiosity seekers. You don’t 
want to read the reports just for the joy of reading them, or read con- 
clusions for the joy of reading them. You want to find out what the 
facts are—and the resistance is there. 
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Mr. Keturr. If, for example, the Air Force or the Army, or any 
of the departments, have made a survey of their procurement contracts, 
I think it is very pertinent to our work. 

Mr. Hésert. I think it is, too. 

Mr. Kewtirr. Yet, the military departments have refused to give us 
those reports, on the basis that the Inspector General’s reports are 
confidential and they contain advisory opinions and recommendations, 

It has been my experience in Government that any piece of paper 
or report that amounts to anything contains some opinions or recom- 
mendations in it. 

Mr. Heépserr. Well, there is no doubt of that. A dosier of FBI 
reports on an individual 1 is nothing but a set of opinions mixed with 
facts, and inaccuracies and accuracies. Somebody has to evaluate it, 

If you are the agency to evaluate to find out if the proper amount 
of money has been “expended, you should be able to see those reports, 

Mr. Kexurr. Well, we feel that we should have access to all of the 
reports that are pertinent to the particular inquiry. 

Mr. Hésert. I won’t belabor it. 

Mr. Hess. 

Mr. Hess. Mr. Keller, this is really a Defense Department directive, 
isn’t it? 

Mr. Keir. Yes, sir. 

Mr. Hess. It isn’t Army, Air Force, or Navy. It covers them all? 

Mr. Ketier. That is correct. 

Mr. Héserr. It is refreshing to know that the Defense Department 
has given out a directive to cover all agencies. 

Mr. KeLier. They have in the area, Mr. Chairman. 

Mr. Harpy. It is probably a White House directive, I suspect. 

Mr. Héserr. They have gotten together on one thing. 

Mr. Harpy. Mr. Chairman, there is just one question that occurs to 
me in connection with this discussion that has been going on. 

In this list of contracts that we are discussing and that you have 
here, is there an illustration here of a contract where the information 
that we have been discussing has been denied ? 

Mr. Powers. Not in this group; no, sir. 

Mr. Harpy. Have you managed, despite the denial of this informa- 
tion with respect to a particular’ contract, to make an audit which 
disclosed substantial overcharge to the Gov ernment in any case ? 

Mr. Powers. Mr. Hardy, I wonder if you would mind repeating the 
question ? 

Mr. Harpy. What I am trying to understand is whether you have 
managed to do what in your judgment is a reasonably satisfactory 
audit of a contract on which the information we have been discussing 
has been denied by the Defense Department and found that that con- 
tract has given ev idence of substantial overcharge to the Government? 

In connection with the contracts where you have had this problem, 
have you been able to conclude an audit which showed that there had 
been substantial overcharge ? 

Mr. Powers. Well, thinking back, Mr. Hardy, we did have'a prob- 
Jem on access to records with one of the contractors and accessibility. 
After a letter was written by the Comptroller General the records were 
made available to us. In this case our audit did disclose that there 
were overestimates of cost included in his proposals at the time that 
they were used in negotiation. 
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Mr. Harpy. Were all of the records that fall under the alleged cate- 

ory of Executive privilege made available in that case 

Mr. Powers. Sir ? 

Mr. Harpy. Were all of the records that you sought made available 
inthat case ? 

Mr. Powers. Yes, sir. 

After the matter was resolved by the Comptroller General writing 
aletter to the president of the corporation and insisting that in accord- 
ance with the statute that is on the books with regard to our right of 
access, and included in the contract as a clause, that such records in 
support of his proposals should and were made available. 

fr. Harpy. In that case the contractor made the records available 
and it was not the Defense Department ? 

Mr. Powers. Well, the Defense Department did not have the records 
that we sought. 

Mr. Harpy. Did the Defense Department originally order him to 
withhold them ¢ 

Mr. Powers. Sir? 

Mr. Harpy. Had he declined to give them to you previously because 
he had been ordered to do so by Defense ? 

Mr. Powers. Not that we know of, Mr. Hardy. 

Mr. Hammonp. These records were not in the area of so-called privi- 
leged documents, but were contractor documents that supported the 

roposal. 

Mr. Harpy. That is not the same thing. I am not talking about 
that. 

Mr. Héserr. We had that case last year, or the year before. That 
was the General Motors case. 

Mr. Powers, That is right. 

Mr. Harpy. I am not talking about that. I am talking about the 
situation we have been discussing here. 

Mr. Powers. You mean Defense? 

Mr. Harpy. That is right. Despite the refusal on the part of De- 
fense to give you certain documents which you have felt were neces- 
sary, have you been able to complete any audit which showed a sub- 
stantial overcharge to the Government ? 

Mr. Powers. Not to my knowledge. 

Mr. Hammonp. Not to our seen. 

Mr. Harpy. Then would it be reasonable to conclude that there may 
be substantial overcharges in those contracts which you have been 
effectively prevented from disclosing because those documents have 
been withheld? 

Mr. Hammonp. That is possible. 

Mr. Harpy. That being the case, Mr. Chairman, I think we have 
just pointed right directly to the fact that under the testimony here 
before us it is entirely possible that the practice of withholding these 
documents has prevented the American people and the Congress from 
knowing about overcharges in contracts. 

And the only place at which the responsibility for that can rest is 
the decision in the Defense Department to withhold these documents. 
think of any specific case. Mr. Hardy’s question was purely— 

Mr. Harpy. I want to know is that true or not? 

Mr. Powers. Well, I am trying to think of a specific case that would 
relate to what you have just stated, Mr. Hardy. 
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Mr. Hépertr. May I interrupt, Mr. Powers? You don’t have to 
think of any specific case. Mr. Hardy’s question was purely— 
it was a hypothetical question, right to the point. The fact that these 
documents are being withheld makes it possible for you not to find 
out what the actual figures are. 

Mr. Keuer. I mae I could answer that, Mr. Chairman? J 
am taking a hypothetical case. If the Inspector 

Mr. Harpy. Yes, leiinthetical: but it is very practical if we get 
down to it, I tell you that. 

Mr. Keurer. If the Inspector General of the Air Force made an 
inspection of a particular contract and came up with overpayments, 
and so forth, we would not hav e access to the entire report. The policy 
of the Air Force would be to give us a statement of facts in the report. 

Mr. Harpy. You don’t know whether it is a statement of fact or not? 

Mr. Héperr. It is a conclusion. 

Mr. Ketter. It would be their interpretation of the facts. 

Mr. Hesert. What he determines are the facts. 

Mr. Keiier. That is right. We would have no way to verify. 

Mr. Héperr. It would take but 1 hour to solve that problem. 

Mr. Harpy. I want to go back to the question I raised a minute ago, 
I think I have the answer here, that you have not found a single case 
where you have been denied access to the information you ‘sought, 
You have not been able to demonstrate that there has been an over- 
charge. 

Didn’t I understand that to be correct ? 

Mr. Powers. Yes, sir. But I don’t know, Mr. Hardy, of a single 

ase to date where the Air Force has denied us, when we have re- 
quested access to the papers or report dealing with a specific con- 
tractor. 

Mr. Harpy. Haven’t you been denied access to Inspector General’s 
reports that relate to specific contracts ? 

Mr. Powers. I don’t know of one we have requested, except the —— 

Mr. Harpy. I think we have had testimony before this subcommittee 
that you have been denied such documents. 

Mr. Powers. We did not receive the complete Inspector General 
reports on the survey of the Ballistic Missiles Division. 

Mr. Hénerr. We don’t care what division. Money is money. 

Mr. Powers. That is right. 

Mr. Hésert. Whether it is airplanes, missiles, or mousetraps. 

Mr. Powers. For the purpose of clarification, [ was trying to indi- 
cate where the specific denials have been. 

Mr. Harpy. I think this is the whole point: We have no way of 
knowing whether the suppression of these documents which you have 
sought has effectively concealed overcharges to the Government. 

Mr. Kerrier. That is correct. 

Mr. Powers. That is correct, Mr. Hardy. 

Mr. Harpy. All right. 

Mr. H&prert. Proceed now. I think we have settled that point. 

All right, Mr. Powers. 

Mr. Covrrney. Mr. Chairman. 

Mr. Hésertr. Mr. Courtney. 

Mr. Courtney. Before we pass the incentive bracket, may I ask 
a question so we will understand the significance of the figures ¢ 
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Now, on the far right-hand side you have a heading, “Recoveries,” 
$187,000 and $1,250,000. Now, are those recoveries of cost or recov- 
eries of profit which the contractor had been given but which on the 
basis of the change in cost, as appears in the target figure, were earned 
on a fiction ? 

Mr. Batter. They are recoveries of profit. 

Mr. Courtney. The are recoveries of profit ? 

Mr. Powers. Yes. 

Mr. Courtney. If the excesses appearing in the column appearing 
next to it had not been in the target, these amounts would not have 
been paid in the first instance ? 

Mr. Bamtey. Well, these haven’t necessarily been paid at this point. 
This may have been a recovery based on an adjustment of the target 
price. : ' 

Mr. Courtney. An adjustment of the target price, as a result of the 
change in the figures appearing in column—well, the fifth column, 
isn’t 1t—the $4,305,000 ? 

Mr. Barry. No. This is the excess, Mr. Courtney. It would be 
an adjustment of the figure in the preceding column on the left, the 
estimated excessive costs identified by GAO. 

Mr. Courtney. On the $14 million figure ? 

Mr. Baitey. Yes, sir. 

Mr. Courtney. It would be an adjustment in that figure ? 

Mr. Battery. Yes, sir. 

Mr. Courtney. But the column, $1,437,000, represents a reduction 
of profit ¢ 

Mr. Battery. Yes, sir; a reduction in the profit. 

Mr. Courtney. That is what I wanted to understand. May I ask 
one further question? We are talking about this matter of estimated 
costs here and how we get into these operations. 

I have the armed service procurement regulation, the latest. re- 
vision, September 18, 1958. I would like to ask your opinion as to 
whether or not this could lead to overlooking of costs by the de- 
emphasis in the importance of costs. 

Now here is the instruction in 3807: 

The objective of the contracting officer shall be to negotiate fair and reason- 
able prices in which due weight is given to all relevant factors— 
as they are outlined in another section. 

Now, I direct your attention to this: 

Profit is only one element of the price proposal and normally represents a 
small portion of the total price, than do such other estimated elements as labor 
and material. While the public interest requires that excessive profits be 
avoided, the contracting officer shall not become so preoccupied with particular 
elements of a contractor’s estimate of cost and profits that the most important 
consideration, the total price itself, is distorted or diminished in its significance. 
Government procurement is primarily concerned with the reasonableness of a 
hegotiated price and only secondarily with eventual costs and profits. 


In your opinion, does that tend to deemphasize the importance or 
the necessity of a contracting officer for being specific and accurate 
With respect to the costs, that are discussed in negotiations, as dis- 
tinguished from price ¢ 
_ Mr. Powers. I would like to put it this way, Mr. Courtney, that it 
is quite possible that such an interpretation could be placed upon it. 
We think it is highly important that the contracting officer give rea- 
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sonable and complete attention to the major elements making up the 
cost and projected costs in the submittal. 

Mr. Harpy. Do you think he can determine that a price is reasonable 
unless he does do that ? 

Mr. Powers. I don’t think he can, Mr. Hardy, unless there is, as 
you know, an element of competition. 

Mr. Battery. Effective competition. 

Mr. Powers. Effective competition. In these areas one of the prob- 
lems that the Department of Defense is confronted with, is the limited 
— that may be available. 

Mr. Hamonp. In sole-source procurement, cost is particularly im- 

ortant. 
. Mr. Harpy. If there is no competition, there isn’t any other way to 
determine that your price is reasonable, is there ? 

Mr. Hammonp. Not that I know of. 

Mr. Courtney. Then to go back to this negotiating table—let’s take 
your column No. 1, and dealing strictly with the four incentives. The 
prices that appear there in the first column are called contract or tar- 
get prices. Now they are produced as a result of the instructions which 
Ihave just given here; isn’t that right ? 

Mr. Hammonp. Yes, sir. 

Mr. Courtney. In which the contracting officer is to be concerned 
with price as a whole; that is, as a total, including the profit. So the 
figures you have under the heading “Contract Prices” are, theoretically 
at least in the minds of the contracting officer, both cost and profit; 
isn’t that right ? 

Mr. Hammonp. Yes, sir. 

Mr. Courtney. This is where the errors occur; isn’t it? This is 
where cost data is overlooked, omitted, not considered, ignored, or 
whatever word you may have used in your several reports? 

Mr. Hammonp. Yes, sir. 

Mr. Courtney. I have no further questions. 

Mr. Hésert. Continue with your explanation of the chart, please. 

Mr. Battery. Now, in this second section you will note that there 
are two additional columns to the right which are headed “Unreason- 
ably High Prices Negotiated Without Adequate Consideration of 
Available Information,” and the subheadings under that general 
heading are “Contract Price” and “Actual Cost Incurred.” 

In other words, this represents the price set by the contract or 
contracts, and the contractor’s actual cost of performing the contract. 
The difference includes a reasonable profit plus amounts which may 
be excessive in terms of the price based on cost being paid. 

Mr. Hess. May I ask you a question right there? Let’s take this 
Cessna Aircraft case here. The contract price of $6,325,000. Then 
the estimated costs negotiated of $5,750,000. 

Mr. Batter. Yes, sir. 

Mr. Hess. Do I understand that when the contract is completed, 
the actual cost is ascertained to have been $4,621,000 ? 

Mr. Battery. Yes,sir. That is right. 

Mr. Hépert. $2,300,000 in excess. 

Mr. Harpy. The thing that impresses me on that—if the gentle- 
man will permit? The actual cost turns out to be $4,621,000 against 
an estimated cost of $5,750,000. So they made a mistake in estimating 
the cost of $1,119,000. 
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Mr. Battery. There was a difference there; yes, sir. 

Mr. Courtney. Of 20 percent. 

Mr. Battery. Yes, sir. 

Mr. Price. 20 percent. 

Mr. Harpy. 20 percent error in estimating the cost. Now, they 
provided for a 10-percent profit. So that is a 20-percent error in the 
estimated cost, plus a 10-percent profit, which gives a 30-percent profit. 

Mr. Hess. Even though they knew at the time when they were 
negotiating what the costs were. 

r. Battery. In this particular case, Mr. Hess, there wasn’t in our 
opinion adequate cost information on which to negotiate a firm fixed- 
rice contract. 

Mr. Hess. You say “without adequate consideration of available 
information.” 

Mr. Battery. Yes, sir; this is an attempt to get together a series of 
cases. 

Mr. Hess. I see. 

Mr. Batter. Of course, there are varieties of situations. 

Mr. Hess. Yes. 

Mr. Battery. But we feel the fact that there wasn’t cost information 
available should have been considered at the negotiating table, and that 
it was not appropriate to enter into a firm fixed-price contract without 
that information. 

Mr. Hésert. That, again, was the fault of the Government. 

Mr. Battery. Yes, sir. 

Mr. Hésert. The Government should have demanded the full 
information. 

Mr. Harpy. Now, wouldn’t an audit by Air Force auditors prior to 
this negotiation have eliminated that overstatement of cost? Or at 
least reduced it ? 

Mr. Powers. Well, this is a case of a subcontract under a prime con- 
tract with the Government. I think, in fairness to Cessna 

Mr. Courtney. This was negotiated by Boeing. 

Mr. Powers. These costs, you recall, from our report and the sum- 
mary which we mentioned, Mr. Chairman 

Mr. Héserr. Yes. 

Mr. Powers. There was limited competition obtained on this sub- 
contract transaction. I believe, if I recall properly, two other 

Mr. Battery. One other. 

Mr. Powers. One other response, and Cessna’s proposal—they had 
no prior cost experience either. 

Mr. Ketter. They had not made this particular item before. 

Mr. Powers. Not this particular item. Their proposal was lower 
than the other firm. The prime contractor then immediately nego- 
tiated the firm fixed price on the basis of their proposal. 

The actual cost incurred—I don’t think we could attribute the dif- 
ference between the contract price and the actual cost incurred to over- 
estimates or any of those factors. Part of this may be attributable to 
the fact that after he got into production he was able to reduce certain 
of these costs as contrasted with what he had projected for these costs. 

But the important point we were making here, Mr. Chairman, was to 
show that in this kind of a situation, and under these circumstances, 
we did not feel it was appropriate, or at least in the Government’s in- 
terest, to have negotiated a firm, fixed price. 
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Mr. Hépserr. At that point. 

Mr. Powers. At that point. Some other form of contract would cer- 
tainly, it appeared to us, have been more appropriate because of the 
lack of a reasonable basis to determine whether or not this proposal 
was fair or not. 

Mr. Courtney. Now, Mr. Powers, the choice of the contract in this 
instance, or the type of contract which you have criticized 

Mr. Powers. Yes, sir. 

Mr. Courtney (continuing). Because in was inappropriate to the 
facts as they existed at the time of negotiation, was chosen or selected 
by prime contractor ¢ 

Mr. Batwtry. That is correct, Mr. Courtney. 

Mr. Courtney. That was his judgment, and the exercise of his 
judgment acting for the United States ? 

Mr. Battery. Yes, sir. 

Mr. Harpy. But considering the size of it, didn’t it have to be ap- 
proved by the Air Force? 

Mr. Hammonp. They certainly did. 

Mr. Powers. This is a requirement on the Air Force regulations, 
If I recall, this was approved by the Air Force. 

Mr. Harpy. So the Air Force had a responsibility, too? 

Mr. Powers. Yes, sir. 

Mr. Harpy. Now, it approved of this type of contract and of the 
specific contract? 

Mr. Powers. That is my understanding, Mr. Hardy. 

Mr. Harpy. Do I understand, then, that they did it in ignorance? 

Mr. Powers. Well, certainly in the light of the facts and circum- 
stances that existed at the time, it doesn’t appear to have been a reason- 
able application. 

Mr. Price. I don’t understand all the figures in here on the Cessna 
contract. The contemplated profits were $575,000, Then the eventual 
figures show the contract price and then the renegotiated price—the 
excess was somewhere in the neighborhood of $114 million. 

Then you finally come out with the excess cost to the Government 
of only $68,000. 

Would you explain those figures? 

Mr. Battery. Yes, sir. This involves the circumstances of this par- 
ticular case. In addition to the overall contract price, there was also 
included in the contract price an allowance for tooling, which the 
subcontractor was not required to obtain for the production under this 
contract. The prime contractor authorized Cessna to use his produc- 
tion sources for the elements that he bought. So the tooling was not 
required. 

And when this arrangement took place, the subcontractor refunded 
the $243,000 to the prime contractor, but the prime contractor did not 
pass on the savings of $68,000 to the Government under his incentive 
aya you see. If he had reduced his target under his incentive prime 

v the amount that was refunded by the subcontractor, in the amount 
of the voluntary price reduction that was given by the subcontractor, 
the Government would have benefited to the extent of $68,000. 

So that is the reason for those two figures in that column. 

Mr. Harpy. That brings up the question—if the gentleman will per- 
mit—Who was the prime contractor? 
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Mr. Courtney. Boeing. 

Mr. Battey. The prime contractor was Boeing Airplane Co. 

Mr. Harpy. Isthat included in the excess cost of the Boeing contract 
that we have already had under discussion ? 

Mr. Hammonp. No, sir, that isn’t in there. 

Mr. Powers. It is separate. 

Mr. Harpy. That is another little item that Boeing didn’t come back 
with. 

Mr. Hammonp. That is right. 

Mr. Powers. Mr. Chairman, with your permission, we would now 
like to go——— 

Mr. Héperr. I would like for you to complete that. 

Mr. Powers. All right, sir. 

Mr. Heéserr. We won’t interrupt any more until we get that full 
presentation. 

Mr. Bartry. The next case involves the Rheem Manufacturing Co. 
Contract prices were $609,000. Contemplated profits, $95,000. Esti- 
mated costs negotiated, $5 14,000. Estimated excessive costs identified 
by GAO, $1 78,000, And this same figure carries over as excess cost 
tothe Government. 

Friden, Inc.: Contract. prices, $2,199,000. Contemplated profit, 
$618,000. Estimated costs negotiated, $1,581,000. The excessive esti- 
mated costs identified, $446,000. With the same figure in the excess 
cost to the Government. 

This amount was recovered through subsequent price redetermina- 
tion action. 

In addition, recoveries were made of $128,000 on a previous contract. 
The contract prices of certain of these contracts which were negoti- 
ated without consideration of available information were $768,000 and 
$985,000, with the actual costs incurred under these of $616,000 and 
$518,000, 

The next case involves Aveo Manufacturing Co., Crosley Division. 
The contract price was $15,400,000. ¢ ‘ontemplated profits, $369,000. 
Estimated costs negotiated, $15,031,000. Excessive estimated costs 
identified by GAO, $1,134,000. The same amount shown in the excess 
cost to the Government column. ‘Total recovery of this amount, 
$1,134,000. 

Menasco Manufacturing Co.: Contract prices of $29,100,000. 
Actual costs incurred of $: 23.200, OOO. 

Avtron Manufacturing, Inc.: Contract price, $693,000. Actual cost 
incurred, $410,000. Recovery by the Government, $52,000. 

General Motors Corp., A-C Spark Plug Division: Contract price, 
$7,800,000. Actual cost incurred, $5,995,000. Recovery by the 
Government, $750,000. ; 

Firestone Tire & Rubber Co.: Contract price, $11,824,000, Actual 
costs incurred, $8,746,000. 

Goodyear Aircraft Corp., Arizona Division, $7,381,000. Contem- 
plated profits, $1,311,000. Estimated costs negotiated, $6,070,000, 
Excessive estimated costs identified by GAO, $165,000 and $44,000. 
Excess cost to the Government, $165,000 and $44,000. Recoveries, 
$165,000. 

Lambert Engineering C.: Contract price, $1,187,000. Actual cost 
incurred, $715,000. 
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This category totals: Contract prices, $31,914,000. Contemplated 
profits, $2,968,000. Estimated costs negotiated, $28,946,000. Exces. 
sive estimated costs identified by GAO, $2,210,000. Excess cost to the 
Government, $2,035,000. Recoveries, $2,675,000. 

Contract prices of contracts negotiated without adequate considera. 
tion of available information, $58,682,000. Actual costs incurred, 
$44,821,000. 

This gives us totals for the two categories: Contract prices, 
$548,923,000. Contemplated profits, $43,006,000. Estimated costs ne. 

otiated, $505,917,000. Estimated excessive costs identified by GAO, 
17,037,000. Excessive cost to the Government, $6,340,000. Recoy- 
eries, $4,112,000. 

Then in the last two columns: Contract prices, $58,682,000. And 
actual costs incurred, $44,821,000. 

Mr. Powers. Mr. Chairman, unless you have further questions con- 
cerning this schedule we would propose to discuss each of the cases in 
the first group, comprising the fixed price incentive contracts, starting 
with McDonnell Aircraft Corp. 

Mr. Harpy. Could I ask him a question about this tabulation ? 

Mr. Heésert. Justa minute. Mr. Hess wanted to inquire. 

Mr. Harpy. All right. 

Mr. Hésert. However, before Mr. Hess inquires, it is understood 
now as you discuss each one of these, you will give us the information 
which Mr. Hardy inquired on yesterday, as to the attitude of the con- 
tractor, so we will have everything in focus, is that correct ? 

Mr. Harpy. Yes, sir. 

Mr. Hépserr. Allright. Mr. Hess. 

Mr. Hess. I just want to ask one question, Mr. Powers. I note 
here that excess cost to the Government—the total is $6,340,000, and 
the recoveries are $4,112,000. Are these cases still open and is there 
still an attempt being made to get the balance of $2,228,000? 


Mr. Powers. Some of them, Mr. Hess, have been completed and | 


others are in process and still pending. 

Mr. Hess. So there is a possibility of getting more than the 
$4,112,000? 

Mr. Powers. Yes, sir. 

Mr. Hess. Isee. That is all. 

Mr. Hepert. Mr. Hardy. 

Mr. Harpy. I just noticed in that third item, Friden, Inc., a ne- 
gotiated profit of $618,000 on a contract price of $2,199,000. Is that 
correct? I mean is my understanding of that accurate? 

Mr. Batrey. I believe so, Mr. Hardy. 

Mr. Powers. Yes, sir. 


Mr. Harpy. It looks like about a 30-percent negotiated profit. | 


Was there any reason for negotiating a profit that high? 

Mr. Powers. That is comprised of three different contracts, Mr. 
Hardy. Of course, it doesn’t change the apparently high ratio of 
contemplated profit, but that is an apparently excessive contemplated 
profit included in that proposal. 

Mr. Harpy. The question that I was raising—if I understood that 
correctly, I wondered if GAO discovered any basis on which the 
negotiation—deliberate negotiation—would come up with a profit of 
more than—I believe it is more than 30 percent, if my arithmetic is 
accurate. 
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Mr. Battey. Well, I don’t believe, Mr. Hardy, that in this particular 
ase the negotiators were aware of the total extent of profit they were 

tting into their overall prices. 

I think when we come to the discussion of the Friden cases, or if 
the committee desires to do so, I think we can clarify this a little more 
because there are several contracts involved in this case. 

Mr. Powers. You recall they were getting quotations from Friden 
m these contracts, on the unit firm fixed price bases ¢ 

Mr. Harpy. Yes, but it was a negotiated contract ? 

Mr. Powers. Yes, sir; it was a negotiated contract. 

Mr. Harpy. It was a negotiated contract and it carries with it a 
30-percent profit. Now, how in the world you can negotiate the con- 
tract and agree on a 30-percent profit to start with is what I would like 
iounderstand ¢ 

Mr. Price. Would you gentleman yield ? 

It is listed as a contemplated profit. 

Mr. Harpy. Then they snail made more. 

Mr. Price. So it was known at the time of the negotiation. 

Mr. Harpy. That is right. It turned out they made a heap more 
than that, didn’t they ? 

Mr. Batiry. Well, their negotiations were more on the basis of a 
total price than as to what comprised total profit, as we understand it. 

Mr. Price. Then what do you mean by the phrase, “contemplated 
profit?” When is it contemplated 

Mr. Barrey. Again, Mr. Price, this is an attempt to show on one 


_ schedule a variety of situations. 


We have tried to set out here in pangeoage | form total figures that 
ve could present in summary fashion to the committee. It could 
well be that some other term than “contemplated profits” would be a 


| better description of this $618,000 that is shown on this schedule. 


Mr. Harpy. The thing that might be interesting to know, if your 


figures show it there, and I am not able to identify it—what was the 
_ actual profit they wound up with? 


Mr. Ketter. 20 percent, I believe, Mr. Congressman. 

Mr. Barter. This is a total for a series of procurements, ranging 
from 1951 to 1958, where they came up with a 20-percent profit over 
that period of time. 

Mr. Harpy. Do we have the figure on this group that we have here? 

Mr. Powers. 20 percent is right. 

Mr. Battery. No, it is more than that on this particular group of 
contracts. 

Mr. Powers. 20.1 percent. 

Mr. Harpy. Then actually they refunded some of the original con- 
templated profit ? 

Mr. Powers. That is right, sir. 

Mr. Battery. The three contracts involved during the period 1956 
to 1958: The profits on those contracts range from 24.6 percent to 
116.8 percent. 

Mr. Harpy. That isa pretty good profit, isn’t it ? 

Mr. Hézerr. All right,continue. Continue, Mr. Powers. 

Mr. Powers. Going back to the group, the fixed price incentive con- 
tracts. As we mentioned yesterday in our report on McDonnell, it 
was disclosed that the cost estimates submitted by McDonnell used 
inestimating the target prices for Air Force 33 (600) 23393, contained 
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estimated subcontract costs for certain purchased equipment which 
were higher than maximum prices that had been established by Me- 
Donnell with its subcontractors before the target price negotiations. 

McDonnell’s proposals were actually based on subcontract prices 
in effect at the time that the proposal was submitted which were based 
on purchase orders under the preceding contract. — 

However, prior to the time of the actual negotiations with the Air 
Force, McDonnell had awarded purchase orders to its suppliers at 
lower prices for the items to be used in the performance under this 
contract. 

The Air Force did not obtain and consider the information on the 
lower subcontract prices at the time of the negotiations. As a result 
of using these higher estimated costs in negotiations, the target costs 
were actually excessive by about $5,193,000 and the Government will 
incur excessive costs of about $1,506,000 unless the contract price is 
adjusted. 

Now, we recommended, Mr. Chairman, to the Air Force that con- 
sideration be given to amending the contract to adjust the target 
price to reflect the lower price which should have been established, 
and that they also bring this matter to the attention of the contracting 
offices as another case where current information was not obtained 
for use in negotiation. 

We were informed on August 7, 1958, by the Air Materiel Command 
that after consideration of the findings contained in our report, that 
this case had been referred to the Department of Justice for review and 
consideration. 

As you know, additionally, Air Force took further action on Jan- 
uary 19 to obtain assurance from this as well as other major con- 
tractors that the information that they were submitting to the Air 
Force to be used in negotiations was current, complete, and accurate. 

So far as we know, this case is still under consideration by the 
Department of Justice. 

Mr. Héserr. All right. 

Now, the next one. 

Mr. Hess. In that case it appears, Mr. Powers, doesn’t it that Me- 
Donnell deliberately withheld figures from the Air Force? Knowing 
that the Abosom had dropped in some of the previous procurements, 
they deliberately quite the higher prices. 

Mr. Powers. Well, certainly the Air Force did not obtain that 
information and it was available to McDonnell. 

Mr. Hess. It was available to McDonnell because McDonnell had 
purchased at a lesser price. 

Mr. Powers That is correct, Mr. Hess. 

Mr. Hépert. It seems to be a very flagrant case, if the Air Force 
refers it to the Department of Justice, or else they wouldn’t have 
referred that. You don’t have to comment. 

The next case. 

Mr. Powers. All right, sir. 

The next case, Mr. Chairman, deals with the procurement of spare 
parts from Boeing Airplane Co., Seattle, Wash., under Department 
of Air Force contracts 33(600)22119 and 33(600) 28223. 

Our report on this case discloses that the proposed target prices 
for certain spare parts for B-52 airplanes submitted by Boeing and 
accepted by the Air Force for these fixed price incentive contracts 
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contained estimated subcontract costs which were higher than prices 
established by Boeing with its subcontractors before the target prices 
were submitted. 

Boeing did not disclose to the Air Force and the Air Force did 
not obtain and consider the information on the lower subcontract 
prices, which was known to the contractor at the time that the pro- 
posals were submitted. 

As a result of using higher estimated subcontract costs, target costs 
for these spare parts were excessive by about $5,022,465. 

Mr. Harpy. Mr. Chairman, isn’t that identical with the situation 
we found in another contract with Boeing? 

Mr. Hess. I think so. 

Mr. Hiserr. Would you be referring to the Ford matter? 

Mr. Harpy. I believe it was. I believe the same set of facts 
prevailed. ; | 

Mr. Hépert. You remember the Ford case with Boeing, Mr. 
Powers? Another $5 million. 

Mr. Powers. I don’t believe, Mr. Chairman, they had the cost in- 
formation at the time. 

Mr. Harpy. Maybe I have it confused with another contract, but 
we sure had one that is exactly like that. 

Mr. Powers. No. If you will recall, the Air Force resident audi- 
tor at Ford submitted an advisory audit report to the plant repre- 
sentative at Boeing, in Wichita, in which he made a disclosure. 

Mr. Hesertr. That is right. I recall that testimony. 

Mr. Powers. That the costs of actually producing the B-47 wings, 
as I recall, was considerably less than that contemplated at the time 
Boeing negotiated the fixed price under the contract under review 
with Ford, and that as a result of this it would appear that Ford 
was going on to make a considerable profit, amounting to some $10 
million. 

Mr. Héverr. And Boeing said, “Well, we can’t take this. We have 
concluded our contract with you.” Wasn’t that the case? 

Mr. Powers. I believe the position of Boeing was that it was : 
fixed price with Ford. 

Mr. Héeert. And it was all right with them ? 

Mr. Powers. And that as such there was a legal contractual obli- 
gaton to be met and that they had been assured by Ford that the 
profits were reasonable and that reduction in cost was attributable 
to increased efficiency on the part of Ford. 

Mr. Harpy, Thank you. 

Mr. Powers. To continue, Mr. Chairman, with the present case, this 
amount. was reduced to $4,826,900 after giving effect to adjustments 
of $695,565, with consequent savings to the Government of $187,295, 
made by Boeing subsequent to our inquiries. 

Unless there is a further adjustment made of these target prices, 
the Government will incur excessive costs which we estimate will 
amount. to roughly $1,211,000. 

We understand that this matter is still under consideration between 
Boeing and the Air Force. We have not heard what the progress or 
the outcome of this matter is yet. 

Mr. Hess. Do you follow all those cases with the Air Force, to see 
what the progress is from time to time ? 

Mr. Powers. Yes, sir. 
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Mr. Hess. Very well. 

Mr. Héserr. The next one? 

Mr. Powers. The next case, Mr. Chairman, is that with the Lock- 
heed Aircraft Corp., Marietta, Ga. 

Our report shows that the negotiated target prices included amounts 
for subcontracted items which were $4,110,600 in excess of the amounts 
that the contractor knew would be incurred for these items. 

Of this amount, $2,844,000 was known to the contractor prior to the 
submission of its proposal, although the proposal stated that the esti- 
mated cost of subcontract items were based on the most current infor- 
mation available. The remainder of $1,266,600 became known to the 
contractor prior to completion of negotiations. 

The lower cost information was not furnished by the contractor in 
negotiations nor disclosed by Air Force review. Consequently, un- 
less—and we understand it has been done—appropriate adjustments 
are made, the contractor would have received $1,251,000 because of 
excessive target estimates. 

Actually, as we reported to you yesterday, it has been adjusted. We 
were advised on May 14 that the contractor has reduced the target 
prices on these two contracts $4,913,280. This results in a recovery or 
savings to the Government of $1,371,966. 

Mr. Hésert. In that instance, as I recall it, a public statement made 
by the president of Lockheed, they did not resist in any manner at all, 

Mr. Powers. None whatsoever, Mr. Chairman, and after we brought 
our findings to his attention, he indicated that the matter would be 

iven immediate and thorough consideration and appropriate ad- 
justments made. 

Mr. Heéreert. It was. 

The next case. 

Mr. Ketter. In the Lockheed case the actual recoveries came to 
more than we had reported. Some other items were discovered in the 
reaudit by the Air Force and Lockheed itself. 

Mr. Heéserr. There was full cooperation, in other words? 

Mr. Powers. Yes, sir. 

Mr. Courtney. Mr. Powers, so we may understand each other, you 
speak of a recovery of $1,251,000. 

Mr. Powers. In excess of that. 

Mr. Courtney. In excess of that? 

Mr. Powers. Yes. 

Mr. Courtney. That, of course, was profit which would have been 
earned on the excess target cost, was it not, and had this error not 
been discovered by General Accounting Office, the actual out-of- 
pocket expense to the Government would have been $4 million—— 

Mr. Powers. No, sir. 

Mr. Courtney. How much would it have been ? 

Mr. Battey. $1,371,966. 
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Mr. Héserr. Twenty percent of it. 

Mr. Courtney. That is right. 

Mr. Powers. You see, the larger figure, Mr. Courtney, of $4,111,000 
was the overstatement of target price. 

Mr. Courtney. Target price? 

Mr. Powers. That was the amount which we identified, and, of 
course, the Government would have been required to pay out some odd 
90 percent of that. So the Government will actually save in excess of 
$1,250,000. 

Mr. Courtney. That is right. 

Mr. Powers, now that is the purpose of the incentive and the way 
it works ¢ 

Mr. Powers. That is right, sir. 

Mr. Hepert. ‘The next case. 

Mr. Powers. Our last case in this group of the fixed price incentive- 
type contracts that we reported on is that relating to the examination 
of target prices under Department of Air Force contracts with Gen- 
eral Precision Laboratory, Inc., Pleasantville, N.Y. 

Our report on that indicated that target prices negotiated for two 
incentive-type contracts included overestimates of about $500,700, 
which were not recognized at the time of negotiations because of in- 
adequate reviews by the agency officials of the contractor’s estimated 
cost. ‘These overestimates will, under the incentive provisions of the 
contracts, result in additional cost to the Government of about 
$150,200, unless an adjustment is made. 

We understand from the Department of the Air Force that this par- 
ticular case is still under review and consideration with the con- 
tractor. 

Mr. Hésert. That ends up the incentive contract cases? 

Mr. Powers. That is right, sir. 

Mr. Héperr. We will recess until tomorrow morning at 10, when 
we take up the remainder. We hope to conclude at that time. 

The committee stands adjourned until tomorrow morning at 10 
o'clock. 

(Whereupon, at 11:50 a.m., the committee adjourned, to reconvene 
at 10 a.m., Friday, June 5, 1959.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


FRIDAY, JUNE 5, 1959 


Hovusk or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10:12 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Hénerr. The committee will be in order. 

We will continue from where we stopped yesterday. I think you 
were going to start on the fixed price contracts. 

Mr, Powers. That is right. 

Mr. Chairman, Mr. Hammond will proceed with the discussion on 
the Cessna Aircraft-Boeing fixed price contract, and then he will be 
followed by Mr. Bailey on the Rheem Manufacturing Co. case. 

Mr. Héserr. All right. 

Mr. Hammonp. The Cessna report relates to two purchase orders 
awarded by Boeing for B-52 stabilizer assemblies and related tooling. 

Although Cessna had not previously produced these assemblies and 
was not in a position to prepare realistic cost estimates for use as a 
basis for pricing, the prices negotiated for the stabilizers and tooling, 
which totaled $6,324,970, proved to be about 37 percent greater than 
the cost of $4,621,529 actually incurred by Cessna in performing the 
purchase orders. 

When this was called to Cessna’s attention, Cessna voluntarily re- 
duced the price of the second purchase order for 8 stabilizers to be 
delivered by $161,600, but advised Boeing that it would not consider 
a price reduction on the first 19 stabilizers because that purchase order 
had been secured on a fixed price competitive basis. 

In awarding that contract, Boeing received bids from two companies 
and Cessna’s bid was the lowest bid, and it was accepted as proposed 
by Cessna. 

Mr. Courrney. Were those sealed bids? 

Mr. Hammonp. I don’t know whether they were sealed bids or not. 
They requested bids for this particular work, and advised the two 
bidders what work was involved. 

Mr. Héperr. It was so-called negotiated bid, wasn’t it? 

Mr. Hammonp. Negotiated bid. 

Mr. Hess. Then there is no possibility for any recovery in this case 
except through renegotiation ¢ 

Mr. Hammonp. I believe that is right, sir. Also Boeing, in its pro- 
posal for target prices for the prime contract, included estimated 
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subcontract costs of $243,000 for certain items of tooling, which jt 
should have known at the time would not be required. 

Subsequently, Cessna voluntarily reduced its price to eliminate the 
cost of these tooling items. 

However, acceptance by the Air Force of Boeing’s proposed sub. 
contract cost in establishing a target price for the prime contract ma 
result in unnecessary costs to the Government and benefit to Boein 
of about $68,000 because of the inclusion of this tooling that was not 
required. 

We have been advised by the Air Force that the contractor has 
agreed to consider an adjustment of the inequities involved in this 
contracting at the time of the final pricing. 

Mr. Powers. That concludes the remarks on the Cessna case, Mr, 
Chairman. Unless you have some further questions ? 

Mr. Héserr. I don’t. 

Do you have any ? 

Mr. Courtney. I have just one question. I may be repeating my- 
self, I am not sure, but that has occurred before. This is a case ip 
which the prime contractor selected the type of contract which was 
in use? 

Mr. Hammonp. That is right; although I am sure that it was ap- 
proved by the Air Force. 

Mr. Courtney. And nitimatety the approval would in due course 
have to be made by the Air Force? 

Mr. Hammonp. Yes, sir. 

Mr. Courtney. Or a concurrence would have to be given ? 

Mr. Hammonp. Yes. 

Mr. Courtney. That is all I have. 

Mr. Hépert. The next case. 

Mr. Barrer. In the case of Rheem, our review disclosed that the 
prices quoted to Rheem Manufacturing Co. on follow-on orders for 
vertical stabilizer types by its supplier, the Reinhold Engineering & 
Plastics Co., were unreasonably high in relation to the costs which 
the supplier had experienced in producing similar items prior to the 
time of negotiations. 

Rheem accepted the prices without obtaining cost information from 
its supplier in support of the prices quoted, and neither North Ameri- 
can, the prime contractor, nor the Air Force required Rheem to obtain 
such data for use in negotiating prices. As a result, the ultimate cost 
to the Government was excessive by about $178,000. 

Mr. Héserr. What hasbeen done there? Nothing has been done? 

Mr. Barter. No, sir. 

Mr. Powers. No, sir; no possibility. 

Mr. Hépert. No possibility ? 

Mr. Battey. These were purchase orders or agreements between the 
subcontractor and the supplier. / 

Mr. Héserr. In these matters where you have overpricing which 
is discovered later on a fixed price contract, the Government has no 
alternative except to accept the fixed price? 

Mr. Battery. The only recourse that would be open would be to try 
and arrange a mutual agreement between the supplier and the subcon- 
tractor to reform the contract, I suppose, at that point. It would have 
to be some mutual agreement between the two. 

Mr. Héserr. There is no criminal implication in it at all? 
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Mr. Batter. No, sir. They go out and ask for a price. They get a 
price; they buy the product—— 

Mr. Hésert. Then again it reflects the inefficiency in the beginning, 
before they get to the negotiation, in getting a proposed price. If it 
had been an efficient operation at that level, this possibly would not 
have occurred. 

Mr. Batter. Yes, sir. 

Mr. Hess. The Renegotiation Board can’t touch this at all? 

Mr. Battery. It can if the supplier’s business is large enough to be 
covered by the Reengotiation Act and if they don’t lose money on 
other types of Government business. 

Mr. Hess. I see. 

Mr. Courtney. I have a question, which I don’t quite understand. 
In you summary of the Rheem Manufacturing case, you state here: 

The Government ultimately bore excessive costs since the purchase orders 
were issued by Rheem under incentive-type subcontracts. 

Mr. Batrry. That is right. The agreement between Rheem and 
North American was an incentive-type contract, but the agreement 
between Rheem and its supplier was a firm purchase order. 

Mr. Courtney. So we are down in the second tier of contracting? 

Mr. Battery. Yes, sir. 

Mr. Courtney. In a case where the GAO has gone into the auditing 
of certain cases—I again refer to Mr. Powers’ comment that you touch 
about 1 percent of all the cases, leaving 99 percent which you don’t 
have the facilities to do. 

Now, may I ask you this: Of the 1 percent, or the cases which you 
have investigated, are there any cases where you fail to come up with 
any overcharges? Or is it 100 percent—every case you have gone into 
you have found overcharges ¢ 

Mr. Hésert. What is the percentage of that ? 

Mr. Powers. You will recall on the first day of our hearings we 
were requested to furnish for the record a summary of what the results 
of our reports are in relation to the number of audits we had made. 

While Paid mention the 1 percent—that is, in terms of the number 
of contracts—— 

Mr. Héperr. What is the overall. 

Mr. Powers. Yes, sir. In terms dollarwise it may be somewhat 
greater than that. But as I recall from memory, | believe we have 
had cases where we have not come up with some overcharges. 

Now, what the percentage is, I won’t know until we complete the 
compilation of the information that you requested. 

Mr. Hépserr. Of course, that is very important. 

Mr. Powrrs. Yes, sir. Well, Mr. Chairman, as we mentioned 
earlier, I think the frequency with which we have come up with 
overcharges or excessive estimates used in establishing prices—and 
I don’t profess to speak for the Air Force, but I certainly understand 
that they feel that it is sufficient that this particular effort which 
arey are engaged in demands a high priority in attempting to correct 
the problem and to improve the prices. 

Mr. Héserr. If they didn’t realize it by this time, Mr. Powers, it 
would be time to clean house all the way down the line. 

Mr. Powers. Well, the Assistant Secretary informed us, as you 
recall, he was particularly concerned over the frequency of the num- 
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ber of reports and the situations we had reported to him last 
January. 

Mr. ‘Penney. The trouble with that statement is, and I don’t 
doubt the sincerity of the Secretary who said it or the attitude of the 
Department but, we have been hearing protestations of concern for 
years about it. Wt are all concerned, but nothing has ever been done 
about it, except to put out some pious directive which nobody follows, 
That is the trouble we find ourselves in. 

Now, of course, these steps that have been taken are remedial 
steps, but how effectively they are going to be enforced is something 
else. That is what we will want to discuss, of course, with the Air 
Force when they come here. 

I purposely refrained from going into those details with you be- 
cause you are not in position to answer for the Air Force. You are 
in the position of being informed of what they intend to do. But the 
committee certainly will go extensively into that matter when the 
Air Force appears here next week. We are all concerned about it, 
Action has come to a little too late after the concern. 

You can’t speak for the Air Force. I am not asking you to. 

Mr. Powers. No, sir. 

Mr. Hésert. I just wanted to know what you found. And, of 
course, itis alarming. If we do project the recoveries in the 1 percent 
audited against the 99 percent unaudited, you can see the limitless 
amount of money that has been wasted because of lack of efficiency, 

The next case, please. 

Mr. Bainry. The next case involves Friden, Inc. In this case the 
Air Force contracting officials did not give adequate consideration to 
the contractor’s previous cost experience in the production of drift 
meters. Consequently, higher projected costs for follow-on contracts 
were accepted without detailed explanations for estimated cost in- 
creases and the prices negotiated were excessive. 

As a result of our review, we brought our findings to the attention 
of the Air Force and the price of one contract was reduced $128,005 
and a third contract was awarded on a price redeterminable basis. 

In subsequent price redetermination negotiations, the price of the 
latter contract was reduced about $446,200. We believe, however, that 
further savings might have been realized if agency contracting oflicials 
had given adequate consideration to available cost data and had exer- 
cised their option to request a second price redetermination. 

Mr. Courtney. I have a question right there. You speak of avail- 
able cost data. Was this data in the possession of the Air Force 
negotiators ? 

Mr. Battery. No. It was in possession of the contractor. 

Mr. Courtney. So in the negotiations, the information was not 
sought so far as you were able to learn ? 

Mr. Batrry. This is our information. 

Mr. Courtney. In other words, a question and an answer would 
have supplied the information ; is that right ? 

Mr. Battery. Presumably so, yes, sir. 

Mr. Courtney. There was still an opportunity of making a cor- 
rection because there was a second call for redetermination. 

Mr. Batter. They had the option to make a second call. 
Mr. Courtney. Which was not exercised ? 
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Mr. Baer. No, it was not exercised, | rei 

Mr. Courtney. So there was really one price redetermination, which 
did result in a saving. 

Mr. Battery. $446,000. ‘ j 

Mr. Courtnry.. But the other option for call was ignored. 

Mr. Baitey. Yes, that is right. , 

Mr. Courtney. That is all, Mr. Chairman. 

Mr. Hésert. The next case. 

Mr. Barmy. The next case concerns the Aveo Manufacturing 
Corp. In this case an excessive price was negotiated for contract 
AF 33(600)31100 because the Air Force accepted more than $1 million 
of recorded costs which the contractor included in error in its pricing 
proposal. Included in the contractor’s recorded costs of $13,331,000 
was more than $1,134,000 representing the cost of excessive quantities 
of several components. These components were not required for use 
on this contract, but were actually acquired by the contractor for use 
in performing under another fixed price contract. 

We brought this matter to the attention of representatives of the 
contractor who acknowledged that errors had been made in recording 
contract costs and advised us that an appropriate refund would be 
made to the Government. 

We were also informed by the contractor that action was being taken 
to strengthen its controls over accounting for contract costs. 

Mr. Héserr. Now, do I understand by what you have just said that 
this $1 million plus excess or overcharge was on components that 
were not being used in the contract which was being negotiated ¢ 

Mr. Battery. This is correct, sir. 

Mr. H&ésert. That is absolutely fantastic. 

In other words, if they charged $5 for this gavel and they were 
manufacturing ashtrays, obviously the gavel wasn’t going to be used 
inthe manufacture of an ashtray. 

Mr. Battery. Well, perhaps I didn’t understand your question, Mr. 
Chairman. 

Mr. Héserr. You said components which were not to be used. That 
is why I asked the question. 

Mr. Barter. These components were for the same end item being 
manufactured under another contract. In other words, they had two 
contracts for the same end item. The components were to be used 
under the second contract rather than under the first contract. 

Mr. Courtney. Then the inventory was duplicated, is what you are 
saying; isn’t it? 

Mr. Batury. Yes, sir. It, in effect, was a duplicate charge because 
under the fixed-price contract they had included in their price neces- 
sary costs of components. 

Mr. Courrnry. They were the same components that were dupli- 
one without ever being supplied for the contract you are talking 
about ¢ 

Mr. Baitry. They weren’t required for the production under the 
first contract. 

Mr. Courtney. That is right. 

Mr. Battey. That is right. 

Mr, Hess. The Air Force inspector who was on the job certainly 
has been negligent in not finding that out; has he not? 
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Mr. Barrer. Well, the auditor, as we understand it, assigned to do 
this work, reviewed the contractor’s seep for the settlement of the 
first contract under which the duplicate charges were made. They 
didn’t make a detailed examination of the materials charges included 
in the production costs recorded for this contract. Therefore, they 
didn’t find the errors which were disclosed in our review. 

Mr. Hésert. If they had been building materials, somebody could 
have built a good house, couldn’t they, and charged it against the 
contract ? 

Mr. Battery. Yes. 

Mr. Courtney. I would like to ask a question about the magnitude 
of this overlooked inventory. This was a $15 million contract. 

Mr. Battery. Yes, sir. 

Mr. Courtney. Do you recall independently what percentage of 
the contract was labor and administration and overhead, and how 
much was material ? 

Mr. Batzey. No, sir, I don’t, offhand. 

Mr. Kuun. He mentioned the $13 million figure. 

Mr. Battery. The recorded costs for the contract was more than $13 
million ; that is correct. 

Mr. Courtney. Well, the costs would include the direct labor. 

Mr. Batter. That is right. 

Mr. Courtney. And the general administration and overhead. 

Mr. Bauer. That is correct. 

Mr. Courtney. And the other percentage charges. 

Mr. Battery. That is correct. 

Mr. Courtney. What is your experience as to the percentage of 
material costs versus direct labor costs in contracts of this character? 

Mr. Batter. Well, this varies very substantially. 

Mr. Courtney. It varies very materially because of some of these 
gadgets. But it certainly would not exceed 50 percent; would it? 

r. Battery. Well, frequently it runs in that area, of 50 percent, yes. 

Mr. Courtney. In this contract, if you consider half of it was ma- 
terial of a $15 million contract, this is a $714 million material bill, 
and $1,133,000 of no inventory is a pretty sizable item; isn’t it? That 
is missing your material estimate—how much? A pretty substantial 
amount; isn’t it? 

Mr. Harpy. 15 percent. 

Mr. Courtney. You would think that a reasonably alert negotiator 
would discover that ; wouldn’t you ? 

Mr. Batter. I can’t answer for the negotiator, Mr. Courtney. 

Mr. Courtney. Without going to the bins, you could discover that, 
I would think. 

Mr. Héserr. In this case, it is my understanding—I want. this 
cleared up very definitely. It is my understanding that the Aveo 
people themselves, either simultaneously with the discovery by the 
GAO or before that, recognized this auditing error and came forward?! 

Mr. Battey. Yes, sir. 

Mr. Hammonp. After. 

Mr. Battery. As soon as we brought it to the attention of the inter- 
ested parties, they did come forward first with a $1 million refund 
and said “We will now go into the details and compute the exact fig- 
ures.” Eventually they came in with $1,134,000. 
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Mr. Hésert. In other words, they were fully cooperative and real- 
jzed that it was an auditing error on their part ¢ 

Mr. Battery. Yes, sir. And in their letter to us of September 18, 
1958, they were quite— 

Mr. Heserr. Apologetic, shall I say? 

Mr. Baitry. Apologetic. The president of the company stated in 
the last paragraph of his letter: 

The statements of facts contained in your draft report appear to be correct 
in all instances. I wish to express my appreciation for the courtesy and under- 
standing of your representatives in the conduct of their examination, to express 
my personal regret for this error and to convey to you my assurance of com- 
plete cooperation, on the part of the corporation, with your office and the 
Department of the Air Force in bringing this matter to a satisfactory conclusion. 

Mr. Hess. Mr. Chairman, that is how honest we are in Cincinnati. 

Mr. Harpy. The only question that I am prompted to raise is what 
would happen if you hadn’t found it? Nobody would have ever 
called it to the attention of Uncle Sam. This might have been one 
of the contracts that you just didn’t get to. This is 1 percent of the 
total that you got represented here. I wonder if it would be a proper 
inference that we would find an awful lot more of these if we get into 
amore complete auditing job. 

Mr. Héserr. The other 99 percent. 

Mr. Harpy. Yes, the other 99 percent. I am delighted to see that 
the contractor in this case was so cooperative. But if we hadn’t 
found the error, I wonder if anybody else would have ever reported it. 

Mr. Battery. Well, this is impossible to know. 

Mr. Harpy. It is not very likely that a corporation would have 
come up and automatically reported it. It would have just gone 
into his little profit section, as a result of good business judgment, 
probably. 

Mr. Hésert. But I did want to make it explicit that in this case, 
and also in the case of Lockheed, I think we should separate the chaff 
from the wheat here and find out the contractors who are willing to 
cooperate. No matter who the originator of the error happened to 
be, they do want to cooperate, as contrasted with those who resist 
every attempt and protest their innocence too much. 

I wanted the record to show clearly on this. I think Avco has 
done the right thing and indicated that it is eager, by its own actions, 
to rectify any error which it might have made. 

The next case. 

Mr. Powers. The next case, Mr. Hammond will cover. It is the 
examination of pricing of landing gears purchased from Menasco Co., 
Burbank, Calif. 

Mr. Hammonp. This report concerns subcontracts awarded Menasco 
by Convair and Lockheed under Air Force prime contracts. The 
prime contractors, that is, Lockheed and Convair, generally accepted 
prices quoted by Menasco for landing gears for F-102A and T-33 
aircraft without requiring this subcontractor to submit cost infor- 
mation in support of the prices quoted. 

Prices quoted by Menasco to Convair for F-102A landing gears 
were not support by details of the factors considered by Menasco 
in arriving at the proposed prices, nor was information furnished 
as to prior cost experience of Menasco in producing these landing 
gears, 
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The financial results experienced by Menasco under the F-102A 
landing gear program ranged from no profit in 1953, to a high of 
38 percent profit in 1955. In 1956 Menasco’s profit was 32 percent, in 
1957, 36 percent, and it averaged 29.8 percent for the subcontracts 
covered by our examination. 

Mr. Harpy. Now this one, Mr. Chairman, I take it, was a sub- 
contract negotiated by the prime contractor, in which the Air Force 
did not participate ; is that right ? 

Mr. MMOND. They obtained Air Force approval, but I am not 
certain right now just how the Air Force participated. 

Mr. Harpy. The Air Force had to approve it. But it is your 
testimony that this contract was negotiated by the prime contractor 
without requiring the subcontractor to submit any cost figures? 

Mr. Hammonp. Yes, sir. 

Mr. Harpy. It had to be approved by the Air Force. So, therefore, 
the Air Force was a party to permitting that practice. 

Mr. Hammonp. Yes, sir. 

Mr. Harpy. What percent profit ? 

Mr. Hammonp. It was 29.8 percent on these sales. 

This was landing gear purchased by Convair from Menasco. 

Firm fixed-price subcontracts were also awarded to Menasco for 
landing gear for the T-33 aircraft by Lockheed, without requiring 
Menasco to show that the prices were reasonable. 

Mr. Harpy. What did they show in that negotiation? Did they 
show any profit figures, or what was the basis of the negotiation? 

Mr. Hammonp. They awarded these landing gear contracts to 
Menasco on the basis of prices proposed by Menasco. They did not 
submit details—— 

Mr. Harpy. Was there any competition from any other source? 

Mr. Hammonp. Yes, they got some bids from other sources, early in 
the program. 

Mr. Harpy. At the time of this contract was there any other bid? 

Mr. Powers. I think there were three other prospective suppliers, 
Mr. Hardy, in this case. 

Mr. Harpy. Who submitted proposals? 

Mr. Powers. Yes, sir. 

Mr. Battery. But not in all cases, Mr. Hardy. This is the type of 
procurement where after the supplier is once determined, he pretty 
well gets the next contract. 

Mr. Harpy. He has made that initial contract and then he comes 
along and makes a new contract with the same supplier, because his 
performance has been reasonably satisfactory. 

Mr. Battery. Well, they may even get competition on the follow-on 
contract; that is, some bid to compare the price with. 

Laer Harpy. The truth of the matter is nobody else can compete with 

im. 

Mr. Barry. That is correct, because it is specialized experience. 

Mr. Harpy. He has had the experience and he has all his suppliers 
all lined up, and you can’t get any valid competition from somebody 
who has never made the item; isn’t that correct? 

Mr. Battxy. That is correct. 

Mr. Harpy. In this case Convair, sits down with a subcontractor and 
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says, “OK, you just give me a price. Go ahead and take this job. 
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Make yourself 30, 40, 50 percent. I don’t care, it doesn’t make any 
difference to me what your cost is.” That is about the effect of it, 
isn't it? So on the basis of this kind of contracting, the Air Force 
says, “Let’s leave it up to the prime contractor. We will keep out of 
it. Let him handle all the subcontracts.” 

Of all the pieces of foolishness that I have ever heard of. 

Mr. Hammonp. With respect to the T-33 program, the Lockheed 
landing gear, the Air Force obtained on five separate occasions com- 

tition, but in each case Menasco’s prices were substantially lower. 

hat was in the early stages of the program. 

In recognition of the lack of effective competition and the fact that 
Menasco’s prominent position would probably be enhanced as addi- 
tional tooling and manufacturing experience was gained, Lockheed 
has since 1953 purchased T-33 landing gear from Menasco without 
obtaining competitive quotations. 

Mr. Harpy. And without obtaining cost data ? 

Mr. Hammonp. And without obtaining cost data. 

Mr. Harpy. Now, that isa fine way to do business. 

Mr. Hammonp. Lockheed informed us that reasonable prices were 
negotiated with Menasco through analysis of price increases resulting 
from engineering changes, comparison of price increases with price 
trends for items requiring similar material and labor and comparison 
of Menasco’s prices with those for similar landing gear of other 
aircraft. 

Mr. Harpy. Mr. Chairman, I think we ought to analyze all such 
contracts. We ought to require it to be analyzed. If GAO hasn’t 
enough people to do it, we better get them some more. 

Mr. Hésert. That, Mr. Hardy, was one of the questions raised in 
connection with the management concept system, as to what power 
did the Air Force exercise or have in supervising the letting of 
subcontracts. 

I think, as the hearings progress and these facts are brought out, 
it beeomes more obvious, with each presentation, that the area of loss 
to the Government lies mainly in the subcontracting field. I don’t 
say collusion exists, but it is where collusion is certainly possible in 
a greater measure than in any other area, 

Would that be the opinion of the General Accounting Office, too ? 

Mr. Powers. Certainly it is an area, Mr. Chairman, that requires, 
in our opinion, an improved supervision on the part of the Air Force 
and very close surveillance, to be certain that on all major subcon- 
tracting that is performed under these primes, more effective close 
pricing is negotiated. 

Mr. Hépert. Well, of course, the Air Force had been asked to 
answer that question when they appear before us, as to exactly what 
supervision do they supervise—rather, what supervision do they 
exercise. 

Mr. Powers. Yes. 

Mr. H&zert. Over the subcontract. Because my recollection is in 
the great majority of instances there is a complete lack of supervision. 
Whether the Air Force has the right to supervise or not, that is in- 


volved in the question of the overall management responsibility, that 
we pursued earlier in the hearings with the prime contractors. But 
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I think it becomes very, very dominantly evident that this is the area 
where the money is being lost to the Government and, of course, to the 
taxpayer. 

Mr. Harpy. Mr. Chairman, I would like to explore another aspect 
of this briefly, if I might. I would like to explore briefly the question 
of incentives which would apply to the prime contractor under this 
set of circumstances as we consider incentive normally in our free 
enterprise system of doing business. 

What type of a prime contract was involved in this? 

Mr. Courtney. The F—102 is an incentive contract. 

Hr. Hammonp. Incentive, I believe. 

Mr. Harpy. An incentive price contract. 

Mr. Courtney. The F-102 is. I don’t know about the T-33. 

Mr. Harpy. I am trying to understand what incentive actually the 
prime contractor had in this case to try to keep his subcontract prices 
reasonable at this stage in the contract. 

Mr. Hammonp. The prime contracts were chiefly cost reimburse- 
ment-type and fixed-price incentive contracts. 

Mr. uae. So he was going to be reimbursed for his costs ¢ 

Mr. Hammonp. Yes. 

Mr. Harpy. And if he didn’t do a good job on his subcontracting, it 
didn’t make one iota of difference on the return which he got. Asa 
matter of fact, if his prices stayed up, it gave him a little bigger basis 
on which to insist on profit in his target prices ? 

Mr. Hammonp. We have pointed out in our reports, that in some 
cases prime contractors do not have an incentive to negotiate close 
prices with their subs, but in fact stand to gain financially by nego- 
tiating higher subcontract prices particularly before the target cost 
or redetermined price has been established. 

Mr. Harpy. That is exactly the point in this kind of a contract. So 
we have a system here where it is not to the contractor’s the prime con- 
tractor’s interest financially to keep a close watch on this kind of 

erformance. What does he lose if he pays the subcontractor more? 
hy, maybe he gets a little inside work if he eventually wants to go 
back to that subcontractor for some commercial business. Maybe Ne 
doesn’t. I don’t know. But in any event, he doesn’t gain one blessed 
thing, as far as the profit to his company is scan if he gets that 
subcontractor’s price down. 

Mr. Hammonp. No, he doesn’t. 

Mr. Harpy. That is the kind of a system that we are operating un- 
der. That is the kind of a thing that has caused our prices to go up. 
That is why our cost of the military is so high. It is a pyramiding 
proposition. 

Presumably if Menasco had any sub-subs for this same contract, 
why, he would be in exactly the same fix. As long as he can get what- 
ever prices he asks Lockheed, what does he care what he pays his 
sub-subs ? 

Mr. Hammonp. In this particular case Menasco had fixed-price sub- 
contracts. They did have an incentive to get low sub-subcontract 
prices, because they were dealing with their own money. 

Mr. Harpy. That is, the subcontractor. 
Mr. Hammonp. Yes, sir. 

Mr. Harpy. Menasco did. 

Mr. Hammonp. Yes, sir. 
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Mr. Harpy. But Lockheed didn’t. 

Mr. Hammonp. Right. 

Mr. Harpy. The system is atrocious. 

Mr. Hammonp. The two primes involved were Convair and Lock- 
heed. ; er 

Mr. Harpy. You had two prime contractors in this one, actually. 

Mr. Courtney. Yes. 

Mr. Héperr. The next case. 

Mr. Hammonp. The next case deals with the pricing of Department 
of the Air Force negotiated contracts and subcontracts with Avtron 
Manufacturing Co. 

Our report discloses that unnecessary costs were incurred by the 
Government because firm fixed-price contracts and subcontracts were 
awarded for electronic testers without competition being obtained 
and before suflicient cost experience was available. 

In the absence of competition or prior experience in producing these 
testers, fixed-price contracting could not have been expected to result 
in negotiating fair and reasonable prices and should not have been 
utilized in this instance. 

After we brought our findings to the attention of the contractor, 
Avtron refunded $52,000 to the Air Force. 

Mr. Courrney. Well, do you consider the $52,000 return was ap- 
propriate and adequate in the circumstances? 

Mr. Hammonp. Under the terms of their contracts they had no 
obligation to make any refund. 

Mr. Courtney. Your observation in this instance has to do with 
the choice of the kind or type of contract which was used, and this 
choice was by the prime contractor. 

Mr. Hammonp. Some awards were made to Avtron by the Air 
Force. 

Mr. Courtney. Directly? 

Mr. Hammonp. Yes, sir, directly to Avtron by the Air Force, and 
some were subcontractors. We believe there wasn’t sufficient infor- 
mation. This item had not been developed and completely designed 
and there wasn’t sufficient information to go on a fixed-price basis. 

Mr. Harpy. Did the first of these awards set the pattern by which 
future prices were determined ¢ 

Mr. Hammonp. Yes, sir. 

Mr. Harpy. Who made that one—the Air Force or the prime 
contractor ¢ 

Mr. Hammonp. Sunstrand awarded the first fixed-price subcontract. 

Mr. Harpy. Was that price, then, essentially the price at which the 
subsequent contracts were negotiated 4 

Mr. Hammonp. Yes, sir; the same price, I believe, sir. 

Mr. Harpy. So the Air Force, by making awards on the same basis, 
were compounding their error, without having checked into it 
themselves. 

If the Air Force made awards on the same essential price basis, they 
should have discovered what you discovered. They should have dis- 
covered there was not sound basis for pricing. 

Mr. Hammonp. That is right. 

Mr. Harpy. They should have discovered it themselves. So the Air 
Force not only permitted it, they were a party to it. 

Mr. Hammonp. Yes, sir. 
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Mr. Courtney. No. 11 now, Mr. Bailey. 

Mr. Battry. The next case involves the General Motors Corps., A-C 
Spark Plug Division. 

In this case our review disclosed that contract prices for the produc- 
tion of 1931 modification kits for a bombing navigational computer 
were unreasonably high because agency contracting officials awarded 
the contract on a fixed-price basis in the absence of real competition 
and without requiring the contractor to furnish detailed support for 
his estimated costs. The agency did not have prior experienced cost 
or price data for evaluating kit prices proposed for the initial order 
of 1,416 modification kits, since the kits had not been previously 
produced. 

With regard to an additional 515 kits ordered later, the most current 
available cost information was not used to price the proposal, which 
was accepted without adequate analysis. 

In performing the contract, the contractor incurred costs of $975,.- 
000 less than the amount contemplated in price negotiations. 

Mr. Harpy. Contemplated by whom ? 

Mr. Bartry. Contemplated by the persons negotiating the contract 
for the Air Force. 

Mr. Harpy. You said they didn’t require them to furnish costs, 
didn’t you? 

Mr. Barry. Well, they didn’t have prior experienced cost data, Mr, 
Hardy. 

Mr. Harpy. If they didn’t require them to furnish any reasonable 
estimates of cost, how do you arrive at what they expected the costs to 
be? 

Mr. Battry. They required them to furnish an estimate. They did 
furnish an estimate. 

Mr. Harpy. They furnished an estimate but nobody broke it down 
to see whether or not it had any validity. 

Mr. Batter. There was no detailed support for the estimate. 

Mr. Courtney. Let me ask you this question: In the analysis I 
have on page 25, you speak of the Air Force. This is a direct contract 
with the Air Force, is that right? 

Mr. Batrry. Yes, sir. 

Mr. Courtney. Now, you say that the Air Force did not require the 
contractor to furnish detailed support for his estimated costs of com- 
ponent parts which comprised a substantial portion of the estimated 
total costs. 

Mr. Battery. Yes, sir. 

Mr. Courtney. Now, that is the same situation we had in the other 
General Motors case, where the components were not required but 
were accepted on faith; isn’t that right? 

Mr. Powers. I think that is right, Mr. Courtney. 

Mr. Courtney. And you say that was the substantial part and that 
was the area of overprice; isn’t that right? 

Mr. Powers. Yes, sir. 

Mr. Courtney. Now, the contractor, I notice, has paid back $750,- 
000. Is that in line with what General Motors told us their policy 
was when on review ? 

Mr. Harpy. They must have had a different vice president. 

Mr. Courtney. This is a different division. 

Mr. Powers. This was a little later case, I think, Mr. Hardy. 
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Mr. Courtney. It isa little later. 

Mr. Batter. We were informed of this by A-C Spark Plug on 
September 13, 1957. 

Mr Harpy. This is the difference between A-C Spark Plug and the 
Pontiac Division. 

Mr. Héserr. Well, the vice president is now president. 

Mr. Courtney. There again, a question would have determined 
whether the prices were real or proposed, isn’t that right ? 

Mr. Batzey. In our opinion, the first contract should not have been 
awarded on a fixed-price basis because there was no firm basis for it. 
Then, when they came along and ordered 500 more kits, they should 
have found out what the first kits were costing before they established 
the price for the 500. 

Mr. Courtney. That is right. 

No. 12. Firestone. 

Mr. Hammonp. The next report is on our examination of pricing of 
negotiated fixed price subcontracts for aircraft fuel cells awarded to 
the Firestone Tire & Rubber Co., Los Angeles by Boeing Airplane Co. 
and Lockheed Aircraft Corp. 

The report discloses that neither the prime contractors nor the 
Department of Air Force have required the subcontractor to furnish 
evidence of the reasonableness of the proposed prices for aircraft fuel 
cells. As a result, the prime contractors have not had sufficient in- 
formation to use as a basis for negotiating fair and reasonable prices. 

For the 3-year period ending October 31, 1956, Firestone on sales of 
$11,800,000, incurred costs of $8,700,000, and realized a profit of 
$3,100,000, about 35 percent of cost on these sales. 

Firestone was not required to furnish cost data for these subcontracts 
and the prices were negotiated on the basis of prices proposed by 
Firestone. 

Mr. Hess. Was there any negotiation carried on with any other 
company than Firestone? 

Mr. Hammonp. There were some other companies that attempted to 
make certain of the fuel cells. These involved fuel cells for model 
B-52-A airplanes, the T-33-A airplanes, and T-33-A—they were 
outboard wing tanks and leading edge wing tanks. In some cases 
there were other companies bidding. In other cases Firestone was the 
only producer that was able to develop a product that would work. 

Mr. Harpy. Well, it seems that is just like some of the others we 
have had. 

Mr. Hess. Yes. 

Mr. Hépert. Go to the next case. 

Mr. Battey. The next case involves the Goodyear Aircraft Corp., 
the Arizona division. 

In this case we found that unreasonably high subcontract prices were 
negotiated because the latest available cost information was not used in 
establishing the prices. 

There are two assemblies involved. One is a canopy assembly. 
The other is a windshield assembly. 

In the case of the canopy assemblies, the prices negotiated were 
based on an excessive estimate of the cost of purchased parts, although 
actual cost information known to both the prime contractor and the 
naggmmaal showed that the current cost of the part was substantially 
ower. 
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In the case of this item, when we brought these facts to the attention 
of the prime contractor and the subcontractor, a price reduction was 
negotiated to cover this item. 

Tn the case of the windshield assemblies, the prices were based on 
cost estimates. This was a redeterminable price purchase order, and 
the prices set at the time of redetermination were based on cost esti- 
mates, even though the purchase orders had been completed and the 
actual costs were known to the subcontractor, Goodyear. 

Since the estimated costs used in negotiations were about $44,000 
in excess of the actual cost, unreasonably high prices were negotiated, 
in our opinion. 

Mr. Hesert. The same pattern. 

Mr. Courtney. This is a case where he could have asked the ques- 
tion and got the answer; is that right’ 

Mr. Bamey. Well, the purchase orders provided for price redeter- 
mination after 29 assemblies had been completed. They negotiated 
as of that point, even though all of the assemblies required under the 
purchase order had been completed at the time of negotiation. So 
that the subcontractor knew what his costs were, but they still used 
estimated costs to complete, which were about $44,000 more than the 
actual costs. 

Mr. Courrney. That still means that if the question had been 
asked at the time of the price redetermination as to the cost of pur- 
chased parts, they could have gotten an answer, isn’t that right? 

Mr. Battry. I would assume so, yes, sir. 

lMir. Harpy. Moreover, if the contract had required consideration 
of cost information, you would have had some basis for recovery. 

Mr. Batiey. Well, the contract required that redetermination be 
made as of the 29th assembly. 

Mr. Harpy. But not based on cost. 

Mr. Battery. Based on cost estimates to complete. 

Mr. Harpy. Yes, but not on actual costs, did it ¢ 

Mr. Bamtzy. They didn’t use actual costs. The subcontractor knew 
what his costs would be. 

Mr. Harpy. What I am trying to do is draw a distinction between 
these two contracts. Actually the fact that brought about the over- 
charge was the same in both case; wasn’t it? In one case they made 
a refund and in the other case they didn’t? Is that right or am 
I wrong? 

Mr. Powers. That is right. 

I think, Mr. Hardy, the problem involved here is: The purchase 
order had a requirement in there that he only had to submit his 
costs through the 29th, that is, his actual costs. 

Mr. Harpy. In other words, on the first one, where he made the 
refund, although it was a reasonable refund, he made it only because 
he was required to. 

Now, in the second case, he was not required to because the con- 
tract didn’t require consideration of actual costs. So he didn’t have 
any pangs of conscience and did what he had to do under the first 
one. I am trying to make a distinction here between what is a moral 
responsibility and what is a legal responsibility. 

In the first case, both of them were brought into play. There was 
a legal responsibility, apparently—and if I am wrong I want to be 
corrected—which resulted in a refund. 
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Mr. Battery. Well, in the first case, Mr. Hardy, they both knew 
about the lower prices during the first 29 items that were produced. 
They had received this information, that they would be required to 
pay these lower a for parts in ‘grr oamccy the first part of the 

urchase order, the portion for which they were required to submit 
ost data. 

: Mr. Harpy. Well, didn’t somebody know it in the second instance? 
Goodyear knew it, didn’t they ¢ 

Mr. Battey. Goodyear knew it, yes, sir. 

Mr. Harpy. Goodyear knew it. 

Mr. Battey. At the time they negotiated. 

Mr. Harpy. So they had essentially the same set of factors that 
went into the first contract, but they didn’t have the legal compulsion. 

Now, if there is any difference in a moral compulsion, I would 
like to know what it 1s. 

Mr. Ketter. In the second contract, Mr. Hardy, you understand 
the contract provided that the costs would be based on the produc- 
tion of the first 29. That is as far as they went. 

In other words, the company stayed right on their legal grounds 
on that point. 

Mr. Harpy. That is what I am talking about. I am not ques- 
tioning the legality of it at all. I think based on this explanation, 
I think there is a difference in the legal status of the two contracts, 
is that right? 

Mr. Kewier. That is right. 

Mr. Harpy. Is there any difference in the moral status of the two? 

Mr. Powers. We don’t think so, Mr. Hardy. 

Mr. Harpy. That is what I wanted to understand. 

Now, since we are talking about that, I would like to go back to 
this Firestone one we talked about a moment ago. Has anybody 
made any suggestion of any refund on that one? 

Mr. Powers. Not to our knowledge. 

Mr, Harpy. So far as you know, Firestone has had no pangs of 
conscience with respect to a $3 million profit on an $8 million cost? 

Mr. Powers. No, sir. 

Mr. Harpy. Based on a negotiation where all the facts were not 
put on the table. 

Thank you, Mr. Chairman. 

Mr. Price. Mr. Chairman. 

Mr. Héperr. Mr. Price. 

Mr. Price. In this connection you are talking only of the excess 
cost to the Government in the subcontract itself, aren’t you? 

Mr. Harpy. That is right. 

Mr. Batter. In the Goodyear case that we just talked about. 

Mr. Harpy. In all the cases. 

Mr. Courtney. No. 

Mr. Price. Let’s take the Firestone case that Mr. Hardy talked 
about. You talk about the excess costs there only in reference to the 
subcontract. 

Mr. Hammonp. That is right. 

Mr. Price. Since these profits pyramid, there is another excess cost 


after the prime contractor takes his 6-percent profit on the subcon- 
tract, isn’t there ? 
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Mr. Hammonp. Normally the prices with Firestone would be con- 
sidered in establishing the target for the prime contractor and would 
therefore result in additional profit to the prime contractor because of 
the high subcontract prices. 

Mr. Price. Yes. 

Well, on the Firestone case, for instance, since the excess cost that 
you believe, or at least the contract price is in excess of the actual 
cost by $3,078,000, the contractor would benefit then by $184,680 due 
to the excess costs. Now, if it were a reasonable—say a 15-percent 
profit instead of a 35-percent profit, then instead of $184,000 profit the 
prime contractor would probably get around $90,000 profit, is that 
correct ¢ 

Mr. Hammonp. I didn’t follow all those figures. But if, for ex- 
ample, the amount included in the prime contract target was exces- 
sive by $2 million—and assuming that the prime were allowed a 10- 
percent profit on such costs the additional profit to the prime con. 
tractor and cost to the Government would be $200,000. 

Mr. Harpy. That is justa little pittance. 

Mr. Price. Just on one little subcontract. 

Mr. Hammonp. Yes, sir. 

Mr. Keizer. I think we should mention that Firestone’s position 
on this, which appears on page 5 of our individual report on Fire. 
stone—they claim they had a loss of $235,000 in years prior to the 
contracts that we had picked up. Part of their argument is that they 
should be entitled to offset 

Mr. Harpy. $235,000? Well, that is not a very big percentage, even 
if you let them take that into account. I don’t know when we get 
to the point of making that kind of adjustment. That contract, was 
negotiated, I presume, on some sort of a cost basis, wasn’t it, the one 
they lost money on ? 

Mr. Keiier. We didn’t go into the individual contracts prior to 
the ones we had looked at. I just pointed out that that is one of the 
reasons that Firestone puts forth for not reducing this, that they had 
prior losses. 

Mr. Courrney. You are talking about $3 million—— 

Mr. Price. The makeup is rather excessive, though. To make up 
a, $235,000 loss on a previous contract, they overcharged $3,078,000 on 
the next one. 

Mr. Hésert. That shows farsighted planning, Mr. Price. They 
are anticipating they might lose more in the future. 

Mr. Price. That ought to take care of a few future losses. 

Mr. Bamey. Mr. Price, I think we should point out there is an area 
of legitimate profit in this $3 million. 

Mr. Price. Certainly, I would concede an area. What would you 
say, about 10 percent ? 

Ten or fifteen percent. We concede an area of legitimate profit. 

Mr. Courtney. You have gone beyond that to social security. 

Mr. Harpy. I wouldn’t want to suggest that this was illegitimate. 

Mr. Hésert. The next case. 

Mr. Hammonp. The next case is related to our examination of sub- 
contracts for the procurement of photoflash cartridge ejectors from 
Lambert Engineering Co. by seven prime contractors. 

Prices proposed by the subcontractor, Lambert, were generally ac- 
cepted by the prime contractors without price or cost analysis or com- 
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arison with the subcontractor’s cost experience, even though there 
was no competition in the award, because Lambert was the sole source 
of supply. As a result, inadequate recognition was given in the sub- 
contract prices to declining costs as production experience was gained, 
and therefore close pricing was not achieved. 

Lambert realized profits averaging 47 percent on sales in 1954 and 
1955 under 24 subcontracts included in our review. 

The total sales under subcontracts was $1,936,000. Cost to Lambert 
was $1,027,000. Profit was $909,000, or an average of 47 percent. 

Lambert indicated in their reply to our report that they were unable 
to predict costs because they didn’t know the quantity that they 
would be required to produce. They were receiving orders from seven 
different. sources. 

We suggested in our report to the Air Force and to the Navy in this 
ease, because one Navy prime contractor was involved, that they 

Mr. Courtney. Who was that? McDonnell? 

Mr. Hammonp. Grumman Aircraft Engineering Corp. We sug- 
gested that the services might consider determining what their overall 
requirements were for photoflash cartridge ejectors so they could 
advise the contractor and he could plan better, and possibly the Gov- 
ernment would benefit by the lower prices. Neither service agreed 
with that recommendation. 

We recommended, though, in our final report to Defense that the 
Department of Defense give consideration to the merits of assign- 
ing to a single military department the responsibility for coordinating 
procurement of each such item under a master contract with the sup- 
plier, with prime contractors purchasing and obtaining delivery of 
these items at prices and under terms of the master contract. 

We haven’t heard from Defense on this recommendation. The in- 
dividual services disagreed with it. 

Mr. Hess. When was that submitted to the Department of Defense? 

Mr. Hammonp. June 5, 1958. 

Mr. Hess. June 5, 1958. 

Mr. Héserr. Oh, that is a very short time. You don’t expect to 
hear from them soon. 

Mr. Hess. And you haven’t had an answer ? 

Mr. Héserr. That is very short. 

Mr. Courtney. That is what you call the year of grace. 

Mr. Price. They studied it. 

Mr. Harpy. Maybe you will get an answer as a birthday present. 

Mr. Hépert. Which present? The 65th? 

Any questions, Mr. Courtney ? 

Mr. Courtney. This photoflash coetulige is not a part of any in- 
tricate weapons system, is it, that has to be integrated with the air- 
plane? You throw it away when you are through. 

Mr. Hammonp. You don’t throw this item away, but it throws 
something else away. 

Mr. Courtney. I have no further questions, Mr. Chairman. 

Mr. Hépert. Mr. Hess? 

Mr. Hess. No questions. 

Mr. Héserr. Mr. Price? 

Mr. Price. No. 

Mr. Hésert. Mr. Hardy? 
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Mr. Harpy. Nomore fromme. Thank you. 

Mr. Courtney. Mr. Chairman, this concludes this phase of the 
presentation by the General Accounting Office of a variety of cases 
on the single subject of overpricing, overestimating, and a breakdown 
in negotiated processes. 

There is other testimony to come on other phases and with different 
individuals, and I might say with a different department. 

Weare to follow this, then, with the permission of the subcommittee, 
with the testimony of the Department of Air Force, which commences 
on Tuesday. 

At that time the procurement people from Dayton, Ohio, will be 
here to explain their position, not only with reference to these partic- 
ular subjects as individual cases but, generally speaking, on their 
procurement and the weapons management system which has been 
discussed heretofore. 

Mr. Kuun. Also the Assistant Secretary of the Air Force. 

Mr. Courtney. The Assistant Secretary of the Air Force, Mr.—— 

Mr. Kuun. Taylor. 

Mr. Courtney. Mr. Taylor is going to be here to lead the discussion. 

Mr. Héserr. Well, thank you very much, gentlemen. The commit- 
tee wants to again express its appreciation for the fine cooperation 
which it continues to receive from the General Accounting Office. 

I am very frank to say I don’t know what we could do without you 
because, as you realize, our staff is limited here, as all congressional 
staffs are. Certainly as far as the Armed Services Committee is con- 
cerned, we are dealing with the most amount of money and we have to 
rely very heavily on the General Accounting Office. And you have 
never failed to cooperate. I personally, and on behalf of the com- 
mittee,express my deep appreciation. 

The committee will stand in recess until Tuesday at 10 o’clock. 

Mr. Ketter. Thank you, Mr. Chairman. 

(Whereupon, at 11:10 a.m., the subcommittee adjourned, to recon- 
vene Tuesday, June 9, 1959, at 10 a.m.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


TUESDAY, JUNE 9, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 


Washington, D.C. 


The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Hésert. The committee will be in order. 

Before we hear the witnesses from the Air Force this morning, the 
Chair desires to make this statement. 

On today, we asked the Department of the Air Force to respond 
to questions which have been raised in our hearings thus far into the 
weapons management system of contracting. 

We have had an informal discussion with some representatives of 
the Air Materiel Command at Dayton, Ohio, but today we go on the 
record for a full discussion. 

We have heard from a large segment of industry who allegedly are 
operating under the weapons management system of contracting. We 
are trying to find out actually what the system is, if it is a system, and 
two very Important questions : 

1. We are trying to find out what responsibility the contractor has 
been given under this system ; and 

2. Whether the necessary authority accompanies the responsibility. 

I think it proper to note that there seems to be a wide variance 
— industry representatives on the subject of authority: 

1. As to whether authority exists; and 

2. Whether or not, if it exists, it is being properly used. 

We are asking the Department of Air Force, ended by its new 
Assistant Secretary for Procurement, Mr. Taylor, who will be the first 
witness this morning, and General Anderson and his staff from the Air 
Materiel Command, to respond to the questions which have been 
answered by industry; and to match those answers with the views and 
the practices of the Air Materiel Command and of the Department 
of Air Force asa whole. 

Particular emphasis must be placed upon the controls and on the 
pricing. Events of the past week, when we heard the General Ac- 
counting Office testify extensively on some 14 different cases where 
errors in pricing to the tune of some $30 million were uncovered, has, 
I believe, shocked most members of the subcommittee as it had me, 
and we must know something about the plans and procedures of the 
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Department of Air Force to cope with demonstrated failures in the 
pricing of contracts by Air Force negotiators. 

When we stop to realize that the GAO examined only 1 percent 
of the contracts and has turned up $30 million in the Air Force alone, 
this is not a matter to be treated lightly. 

So, Mr. Secretary, General Anderson and officers and representatives 
of the Air Materiel Command, I hope in the course of your presenta- 
tion you will pay particular attention to your plans and programs 
for meeting pressing problems in negotiating contracts for which you 
have the responsibility. 

Mr. Courtney, your first witness, please. 

Mr. Courrnry. Mr. Chairman, the Secretary is here and he has 
prepared statement. It is planned that he would lead the discussion 
this morning. 

Mr. Hépert. We will be very pleased to have you, Mr. Taylor. I 
think this is your first appearance, certainly before this committee, 

Secretary Taytor. Yes, sir. 

Mr. Hésert. Is it your first appearance on the Hill? 

Secretary Taytor. No, sir. 

Mr. Hésert. Oh, you have been given your baptism already ? 

Secretary Taytor. Yes, sir. 

Mr. Hésert. Well, this morning will be your baptism of fire. 

Secretary Taytor. Yes. 

Mr. Hépserr. Now, on behalf of the committee, certainly we welcome 
you. Weare glad to have you here. We hope that we will have many 
future days of helpful cooperation and “joyful” association. 

Secretary Tayxor. I will do my best. 

Mr. Hésert. Will you please give us your background, so we will 
know everything about you ? 

Because, frankly, when I was a boy I knew every boxing champion 
in the world. Now I don’t know one, because they change so fast, 
When I first came to the Hill I knew all the Secretaries. Now I can’t 
tell at all. They change so fast. 

So we would like to know something about you and when you came 
to your present position. 

Secretary Tayxor. A little biographical sketch, if you like. I was 
born in New York in 1899. Moved to Montclair, N.J., in 1905, where 
I have lived ever since, except for my short stay in Washington. 

I went to the public schools in Montclair, N.J., and then attended 
Yale University, where I graduated in 1920, with an engineer degree, 
Upon graduation 

r. Héserr. Just about the time Lyle Richardson was a great 
quarterback there. 

Secretary Taytor. Yes, sir. 

Mr. Hésert. From New Orleans and Tulane. I just wanted to get 
that in the record. 

Secretary Taytor. For the following 2 years I worked in machine 
shops in the New England area, to obtain firsthand experience in 
manufacturing and machine shop practice. Then I joined the Wright 
Aeronautical Corp., in 1922. 

Mr. Hésert. The what corporation ? 

Secretary Taytor. Wright Aeronautical Corp. 

Later it merged into a division of the Curtiss-Wright Corp. I 
spent 23 years with the Wright Aeronautical Corp, starting as test 
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engineer and finally, in 1930, I was made chief engineer and remained 
chief engineer for 10 years. _ 

I was then promoted to assistant general manager, and later made 
a vice president. Finally, my final year with the Wright Aero- 
nautical Corp., I was acting general manager and vice president. 

Mr. Hésert. What year was that, Mr. Secretary ¢ 

Secretary Taytor. That was 1945—1944 and 1945. I left the cor- 
poration at the end of the Second World War—slightly before the end 
of the Second World War, and did a consulting job for Pan American. 
This had to do with the future position of gas turbines in the com- 
mercial aircraft field. 

I wrote a report for Pan American on this subject which, strangely 
enough, seems to read all right today. 

Then, it struck me that the British technique for gas turbines had 
been developed to a greater extent than the American technique. 
I made arrangements to procure a license for a Rolls-Royce engine 
in England and brought 1t over to this country, and was able to sell 
the license to Pratt & Whitney. They have been making the same type 
of engine ever since—the J—42 and J-48 in military language. 

In 1947 I joined the firm of Sanderson & Porter, as a partner, 
and was in charge of their construction engineering activity. 

Mr. Héperr. What type of construction ¢ 

Secretary Taytor. This was steampower stations and chemical 
plants—heavy construction of complicated items. 

I stayed with the Sanderson & Porter firm until my entrance into 
Washington, in April of this year. 

During the last 4 years of my work with Sanderson & Porter, I 
relinquished, shall I say, the routine engineering work and did the 
special engineering work, which involved nuclear reactors and closed 
cycle gas turbines. 

In April of this year, I came to Washington and was appointed 
Assistant Secretary for Materiel. 

Mr. Hésert. Thank you very much, Mr. Taylor. 

Now you may proceed. You havea prepared statement? 

Secretary Taytor. Yes, sir. 


STATEMENT OF HON. PHILIP B. TAYLOR, ASSISTANT SECRETARY 
OF THE AIR FORCE FOR MATERIEL 


Mr. Hézerr. You may proceed. 

Secretary Taytor. As you know, I have only recently assumed the 
duties of Assistant Secretary of the Air Force and this is my first 
appearance before this committee. I have, however, followed the 
testimony of the preceding witnesses with interest and directed my 
inquiry into the Air Force procurement systems to put myself in a 
sition to clarify some of the points which interested your committee. 

here is, in my opinion, no better way to understand than to see the 
actual work in progress, and to clear my own understanding, I have 
just completed a visit toa number of the operating areas. Based upon 
my industrial experience, I have noted a marked similarity in the 
problems encountered by the Air Force and industry, and an even 
more striking similarity in management approaches taken to solve 
these problems. 

_ Testimony before this committee has already developed that there 
is more than one procurement method in use by the Air Force under 
the weapon system concept of management. I would like to discuss 
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briefly the two principal methods of procurement used by the Air 
Force. 

First, let us consider the case of procurement of a modern aircraft, 
In this case we have a high degree of complexity, and the frontiers 
of science have been moved back, but not with the same explosive vio- 
lence as in the case of ballistic missiles. Rather, each succeeding 
generation of aircraft has, in turn, evolved from the preceding broad 
base of technological experience and development. But the markedly 
increased complexity has, in turn, required the centralization of man- 
agement control to fuse the manifold subsystems and components 
which will comprise an effective weapon system. 

The task given by the Air Force to the prime contractor includes, 
in varying degree, the procurement function for subsystems, except 
the powerplant. In delegating this responsibility, the Air Force has 
not relinquished its overall supervision and control because source 
selection, negotiation, and administration is monitored by the Air 
Force procurement organizations. The weapon system concept will 
be covered more fully by General Anderson and his staff. 

Second, as a direct result of the thermonuclear breakthrough in 
1953 which made possible the use of smaller rocket engines and missile 
bodies to deliver the lighter warhead required, the Air Force enlisted 
the aid of a panel of distinguished scientists to study our strategic 
missile systems. This was the Strategic Missile Evaluation Commit- 
tee, headed by the late Dr. John von Neumann. The Committee rec- 
ommended in 1954 the vigorous pursuit of the development of an 
ICBM. The report also stressed the urgent need for establishing a 
special development-management agency to supervise research, re- 
orient the program, and exercise general technical and management 
control over all elements of the program. 

The Committee’s strong recommendation that a special manage- 
ment-development group be established recognized that a combination 
of industrial organizations, Government and private laboratories, and 
universities would be required to assure success in this program and 
that the organization managing this group would have to possess 
unquestioned technical competence and authority to unify, direct, 
and control all elements of the working team. The individual mem- 
bers of the management group had to possess not only outstanding 
scientific ability, but also an understanding of American industry and 
a reputation that would permit enforcement of controversial decisions 
in the interplay of the technical, financial, and miiltary factors 
involved. 

It was also recognized that the management organization must be 
disinterested and objective in all its decisions and actions since, in this 
program, any possibility of self-serving considerations on the part of 
the program management could cause delay and loss of confidence in 
the program. 

The organization possessing the highly diversified technical and 
managerial competence required did not exist within the Air Force 
and it did not appear possible to create it within the framework of 
Government employment within the time period available. 

With these considerations in mind, many individual management 
solutions were considered. The one finally arrived at, and with which 
we have successfully prosecuted the ballistic missile development pro- 
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grams to date, consists of the establishment of a special division in the 
‘Air Force for management of the ballistic missile program, and the 
employment of the services of a contractor to assist this division with 
respect to technical direction and systems engineering for ballistic 
missiles. For this purpose, the Western Development Division, an 
organization which has more recently been named the Ballistic Missile 
Division, was established and was staffed with highly qualified Air 
Force officers, including experts in the fields of technical program 
management, facilities, contract negotiation, and military operations. 

Careful consideration was given to selection of the contractor to 
provide the necessary scientific and technical augmentation of the 
management structure. The unanimous choice of the Air Force or- 
ganizations involved in this selection was the Ramo-Wooldridge Corp. 
which had been formed in September 1953 by Simon Ramo and Dean 
Wooldridge. 

The technical direction of the ballistic missile projects has been 
accomplished under the guidance of Ramo-Wooldridge, but the Air 
Force has retained the procurement function which, after the first 
and most urgent project, has been directed toward competition, the 
use of small business, and other established procurement policies. 
Major procurement contracts have been placed with associate con- 
tractors and administered in detail by Ballistic Missiles Center. The 
entire project has been highly successful as ballistic missiles have been 
procured on accelerated schedules and their performance has been 
excellent. 

The system used by the Air Force of the owner employing engineer- 
ing competence to direct the technical aspects of a project is frequently, 
but not exclusively, employed in heavy construction, chemical process 
work, shipbuilding, and atomic powerplant developments. 

I now want to discuss the GAO report covering a number of Air 
Force contracts which was the subject of your inquiry last week. I 
have read the report and the testimony given by the GAO to your 
committee. We consider the criticism to be fair and constructive and 
have initiated vigorous action to carry out the recommendations of 
the report. I would like, at this point, to outline some of these actions. 

Soon after the first case came to our attention, the Air Force pro- 
curement instruction was amended to require contractors to furnish a 
certificate that all available cost data affecting materials and labor were 
considered in the preparation of a proposal and were made known to 
the Air Force negotiator. In addition, the contractor certified that 
the data used is current. The instruction was later amended to pro- 
vide that such a certificate is not to be considered a substitute for 
careful review and analysis of contractor’s proposals by contracting 
officers, price analysts, and, where appropriate, Dovsetiaeut auditors. 

Almost simultaneously with the above action, Headquarters, U.S. 
Air Force, in a letter to the commander, Air Materiel Command, 
stressed the importance of the role of the auditor as an active and 


| effective member of the negotiating team. It outlined action to be 


“ie improve the effectiveness of audit support to the procurement 
netion. 

In January of this year a concerted effort was made at all levels 
within the Air Force to take additional corrective action. The com- 
mander, Air Materiel Command, sent letters to the three major in- 
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dustrial associations drawing their attention to the cases involving 
incorrect representations relating to estimates of material costs in 
price proposals and asking that they take corrective action so that we 
could continue to rely on the integrity of contractors’ representations, 

In addition, the Director of Procurement and Production sent 
letters to 28 of our major contractors asking that they review the 
pricing information, which had been furnished at the time of nego- 
tiation of targets on redeterminable- and incentive-type contracts, on 
which final settlement had not as yet taken place. The purpose was 
to determine the currency, completeness, and accuracy of the informa- 
tion and, if discrepancies were revealed, then an adjustment of the 
targets or the arrangement for refunds would be negotiated. Further. 
more, AMC directed all of its major procuring activities to take the 
following actions based upon the foregoing review: (i) negotiate 
adjustment in the targets or refunds, where review indicated 
discrepancies; and (ii) obtain a certificate from contractors in the 
above cases stating either that current, complete, and accurate data 
had been furnished or, if not, that consideration was given to it in the 
adjustment of prices. 

st week we further amended the Air Force procurement instruc- 
tion to —. our procurement personnel to (@) make a thorough 
analysis of contractors’ proposals, (b) obtain current, complete, cor- 
rect, and significant cost and pricing data, and (c) secure information 
on the types of subcontracts to be used before contract prices are final- 
ized. The GAO has been advised of this by a letter from my office 
dated June 5. 

Finally, we have recently allotted spaces for 203 additional auditors 
to be used in the procurement area. 

I believe that these actions which we have taken are responsive 
to the recommendations of the GAO and will enable us to maintain 
closer control and surveillance over our pricing practices and those 
of our prime contractors, especially in the area of major subcontracts. 
In so doing we will, we believe, improve our management in the ad- 
mittedly difficult area of subcontracting, while at the same time con- 
tinuing to impose a rightful responsibility on the part of our 
contractors to discharge their contractual shligntions in an effective, 
efficient, and economical manner. I wish to assure you that the Air 
Force will exercise continuing diligence to eliminate any weaknesses 
which develop in our procurement system and this matter will be 
given my personal attention. t 

I want to express my appreciation for being afforded an oppo 
to appear before your committee on these important matters. We 
would welcome your suggestions and recommendations to help us 
better accomplish our task in this very complex business. 

Mr. Héserr. Thank you very much, Mr. Secretary. It is indeed 
refreshing to know that the new broom is sweeping clean. I just hope 
it doesn’t wear down in the future days to come. 

There are several matters about which I would like to talk with 

ou very briefly. Perhaps you can answer and perhaps you can't, 
cause of the recent appointment to the Department. 

You mentioned the firm of Ramo-Wooldridge here, and told how it 
was employed as a managing firm or an efficiency firm, which I call 
it, to expedite the program in the missile area, and pointed out they 
were organized some years ago. 
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Who initiated, if you do know, the contract with Ramo-Wooldridge? 
Did Ramo-Wooldridge representatives come in and sell the Air Force 
q bill of goods, or did the Air Force go out looking for such a firm 
and came up with the firm of ep epee ten 

Secretary Taytor. May I refer that to somebody who was present 
when that took place ? 

Mr. Héperr. You see, we are running into the difficulty we antici- 
pate. Weare not blaming you. 
Secretary Taytor. Yes, sir. 

General Davis. Mr. Chairman 

Mr. Héperr. Please identify yourself. 

General Davis. I am General Davis, from AMC. I can’t answer 
the question categorically. However, I was in the Air Staff at the 
time, and I am reasonably sure that the overtures were made by the 
Air Force to the Ramo-Wooldridge Co., because we were in search 
of such an agency, and by our normal procedure we go to all the 

ople we consider qualified and analyze their capabilities before we 
fetsuch a contract. 

Mr. Héserr. How many firms did you solicit? General—I recog- 
nize you are restricted to your own knowledge, but the committee 
looks to you, or General Anderson, or to you, Mr. Secretary, for 
the name of the individual who went to Ramo-Wooldridge and initi- 
ated this proposition. 

General Davis. Let’s supply that for the record. I certainly can’t 
answer that. 

Mr. Héserr. Of course you can’t. I know you can’t. Neither can 
General Anderson, because he has come there recently too. But I 
want that information supplied for the record. I want to know 
the name of the individual in the Air Force or the Pentagon who 
went to Ramo-Wooldridge with this proposition. He is the best 
qualified man to testify why Ramo-Wooldridge was selected, if others 
were considered, and what the entire conversation was. 

You gentlemen are not qualified, and I am not pressing that ques- 
tin. But I do want to know the name of the man who did initiate 
the talks with Ramo-Wooldridge. 

Mr. Gavin. Now may I go on with that 

Mr. Héserr. Yes, Mr. Gavin. 

Mr. Gavin. Was Ramo-Wooldridge in existence, or was it created 
after the Department of the Air Foree—— 

Mr. Hépert. In answer to that, Mr. Gavin, we will not know that 
util Ramo-Wooldridge comes in to testify themselves. They are 
the best qualified witnesses. These gentlemen are not qualified and 
Tam not qualified. 

Mr. Gavin. I thought 

Mr. Héserr. I know. We want to keep it in focus, to find out how 
Ramo-Wooldridge came to exist. We want specifics and not 
generalities. 

Now, Mr. Secretary, again, these reforms that you have stated are 
now in existence, are very fine to review. But what solution do you 
have if the personnel do not carry out these reform efforts? Keep 
in mind that there is nothing wrong with the system as it now exists 
ifit is efficiently operated. 
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I was most interested in one statement you made here, that is, the 
weakness of the present system. Is ison page 5: 

In January of this year a concerted effort was made at all levels within the 
Air Force to take additional corrective action. The commander, Air Materiel 
Command, sent letters to the three major industrial associations, drawing their 
attention to the cases involving incorrect representations relating to estimates 
of material costs in price proposals and asking that they take corrective action 
so that we could— 


and this is the important part which I underscore— 

so that we— 

meaning the Air Force— 

could continue to rely on the integrity of the contractors’ representations. 


Well, what solace do you find that signing a mere affidavit will 
allow you to rely on the integrity of the contractors, when the history 
shows you can’t rely on their integrity ¢ ; 

Secretary Taytor. Actually, there is a considerable—a very great 
integrity among contractors, as I have found it. There are some 
exceptions. And there as some exceptions by omission, which I think 
most of these case are. 

Now, it is our intention to have the auditor, the Air Force auditor, 

articipate in this price negotiation within the realm of the practical. 
seem we don’t have enough auditors to audit everything. 

But spot auditing and auditing the big ones would certainly be our 
intention. 

And as to the ability of the personnel to carry this thing out, I 
believe that is a question of education, which is very much our respon- 
sibility, to see that it is—that the people doing this work are educated 
sufficiently so that the errors are reduced to an absolute minimum. 

I am sure the errors will never be zero, but they can be reduced to 
an absolute minimum, where the cost to the Government is minimal. 

Mr. Heépert. Well, we have had testimony in that connection 
whereby the auditors were not even asked to audit these estimates. 
They were just standing by and not asked to participate. 

Secretary Taytor. That is what we intended to correct. 

Mr. Hésert. You intend ¢ 

Secretary Taytor. Yes. 

Mr. Hézerr. Now, the GAO, I think, in its presentation included 
the form of this letter, or this affidavit, which you require. I think 
General Anderson would be better qualified to present that particular 
affidavit. Does this affidavit take the form of a binding affidavit, under 
which you could invoke perjury, similar to the affidavit which you 
sign on your income tax return, that these figures are true and accurate, 
according to the best of your knowledge, under penalty of prosecution! 

Secretary Taytor. Shall I show you the affidavit ? 

Mr. Hézerrt. I would like it read in the record at this point, as to 
just exactly what it says. Or is it just a pious hope? 

Secretary Taytor. This is the written statement required by the 
contractor. 

Mr. Hésert. Yes, sir. 

Secretary Tayzor. I am not reading all of it. 

Mr. Héperr. No, but read the pertinent part. 
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Secretary Taytor (reading) : 


The signed statement substantially in the following format will be included 
in the contract file, along with the memorandum of the negotiation. This is 
tocertify that in the preparation of this proposal for— 


and then an insertion— 
peing produced under the terms of contract No.— 
and another insertion— 


(1) All available actual prices on materials, actual labor cost and other actual 
cost data have been considered in preparing the price estimate and made known 
to the Air Force negotiator for his use in evaluating the estimate, and (2) all 
significant pricing data being considered in the negotiation conference is current. 

And that would be signed by the contractor. 

Mr. Héserr. Would it be notarized ? 

Colonel Buatreav. No, sir. 

Secretary Taytor. There is no requirement for notarization. 

Mr. Héserr. It has no effect at all, except the man’s own integrity 
and his own statement. There is no penalty attached. There is no 
notarization on it. I mean, that is, in effect, what it is, isn’t it? 

Now, don’t you have the power to ask that that statement be notar- 
ized # 

Secretary Taytor. I believe we would. 

Mr. Hépertr. Don’t you think it would be a good idea, then, to make 
itbinding? In other words, let’s get close to pat ba As a Member of 
Congress, I could pack this table right in front of me and send it by 
frank to anywhere in the United States. This would be in direct 
violation of the frank law, but if they catch me doing it they couldn’t 
doa thing. There is no penalty. So what good is it? It would be 
thesame way here, in this instance. 

They could sign any statement they wanted to, and if caught with 
inaccurate figures, what could you do about it? Nothing. 

Secretary Taytor. I see no objection to having it notarized. 

Mr. Héserr. Will you give consideration to having it notarized ? 

Secretary Tayxor. Yes, sir. 

Mr. Hésert. Talk to your legal people. 

Secretary Taytor. Yes, sir. 

Mr. Hésert. I think you do have the power to have it notarized. 
Then we are getting somewhere. That is the same as on an income- 
tax return. You say these figures are accurate, as far as you know 
and then it is notarized. 

Mr. Hess. You don’t have to have it notarized. 

Mr. Courtney. No. 

Mr. Héserr. There I go practicing law again without a license. 

Mr. Courtney. You = are it under penalty of perjury. 


Mr. Hépert. It has the same effect. 

Mr. Hess. Yes. 

Mr. Courtney. Thesame jail. 

Mr. Hépert. The same jail. That shows how these lawyers all get 
by with words. Youstillend up in jail. 

But you see what I am driving at. It is to give something where 
there is a penalty. 
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Now, will the Air Force take that under consideration—consider 
having that document notarized ? 

Secretary Taytor. Yes, sir. 

Mr. Heéserr. I then think you are doing something. 

Mr. Hess. 

Mr. Hess. I would like to ask one or two questions, Mr. Chairman, 

Has any consideration been given to amending your regulations so 
as to permit the Air Force to step in and audit the books of the sub. 
contractor if they have to go that far? I think at present you are too 
dependent upon your prime contractor and you take his word for the 
cost data of the subcontractor. I believe you go that far. 

Mr. Racustn. May I answer that? 

Mr. Hess. Sure. 

Mr. Racustn. I am Mr. Racusin, R-a-c-u-s-i-n. I am Mr. Taylor's 
deputy for procurement and production. 

Mr. Hésert. What is your first name? 

Mr. Racustn. Aaron, A-a-r-o-n. 

There recently was adopted and included in the Armed Services 
Regulations, Mr. Hess, under a provision dated April 20, a uniform 
set of price revision clauses. These clauses contain a contractual pro- 
vision authorizing the Government to step in and audit the books of 
subcontractors. 

Mr. Hess. The Government—by the Government you mean any of 
the armed services that have contracts? 

Mr. Racustn. Yes, that is correct. 

Mr. Hess. So that is permissible today ? 

Mr. Racustn. A contractual right that the Government has. 

Mr. Hess. Do you know whether it is being carried out or not? You 
wouldn’t know, of course. It would have to be up to the services. 

Colonel Biarreav. Sir, in many cases audits are performed of 
subcontracts. 

Mr. Hess. In many cases? 

Colonel Biatreav. In many cases; yes, sir. 

Mr. Hess. In the General Accounting Office testimony we found a 
number of cases where there evidently was no audit performed. That 
was the reason the overcharge was not discovered. 

Colonel Buiarreav. Yes, sir, that is right, but in many—and I use 
the term “many” because I don’t know what proportion it would be— 
there are audits performed of subcontracts by the agency auditors. 

Mr. Hess. Well, in order to establish an exact price, don’t you think 
an audit should be made in every one of the subcontracts, especially 
those that are in sizable amounts? 

Colonel Biatreav. We think it would be desirable to make audit 
reviews where it is possible to do so within our capability, considerin 
the number of auditors we have. However, we must consider the n 
for timely procurement action. Procurement must be on a current 
basis, so that we don’t delay getting production and getting items into 
our inventories. 

Mr. Hess. I notice here that the Secretary has said, on page 6: 
“Finally, we have recently allotted spaces for 203 additional auditors 
to be used in the area.” I am certainly glad to see that, Mr. Secre- 
tary. 

There is just one other matter, Mr. Chairman, that I would like to 
call attention to here. My recollection is that in the testimony of the 














Gene 
don’ 


Mr. 

Fore 
June 
migl 


answ 








er 


n, 
50 
b- 
00 
he 


m 


Pe TSH 


of 

















WEAPONS SYSTEM MANAGEMENT 439 


General Accounting Office, I asked a question about a contract. I 
don’t recall just which one it was, but I asked if there had been any 
recovery on the contract, and my recollection is that they told me— 
Mr. Powers told me, I believe, a letter had been written to the Air 
Force in June of 1958 and no answer has been received, and here it is 
June of 1959. 

I don’t know whether you are familiar with that, or anybody here 
might be familiar with that. If you are not, I would certainly ap- 
preciate your looking into the matter where a year has elapsed and no 
answer has been given to the General Accounting Office. 

Mr. Racusin. I believe, Mr. Hess, that Mr. Powers was talking 
about a letter relating to the Lambert Engineering case. 

Mr. Courtney. Yes. 

Mr. Hess. I don’t recall which case it was. 

Mr. Racustn. That letter was addressed to the Department of De- 
fense. The answer to it, I am quite certain, was prepared belatedly, 
Ido have to admit, by Department of Defense, after coordination with 
all the military departments, and only recently replied to. 

Mr. Hess. Recently. It must have been replied to within the last 


2or 3 days, then. 


Mr. Racusrn. A little longer than that, Mr. Hess. Not longer than 


| amonth ago, though. 


Mr. Hess. They had no reply last week, and a year has elapsed. 

Mr. Racustn. We will be glad to check into it as to the exact date, 
Mr. Hess. 

Mr. Hess. I appreciate your checking into it. 

That is all, Mr. Chairman. 

Mr. Hépert. Mr. Gavin. 

Mr. Gavin. On page 6 of your statement, Mr. Taylor, you say— 

In so doing, we will, we believe, improve our management in the admittedly 
dificult area of subcontracting while, at the same time, continue to impose a 


rightful responsibility on the part of our contractors to discharge their con- 
tractual obligations in an effective, efficient, and economical manner. 


Why should be have to write that in? Why shouldn’t the con- 


| tractors discharge their contractual obligations in an effective and 


eficient and economical manner, without having us investigate and 
apologize to them to get things done that they should do in a busi- 
nesslike and efficient manner ? 

Why do you even insinuate that? There must be some doubt in 
your mind as to whether or not these contractors are going to respect 
their contracts even after you give them to them. 

Secretary Taytor. I think we put it in response to the testimony 
and the evidence that has been developed in this committee’s hear- 
ing, that sometimes the contractors did not perform their contractual 
obligations as well as they should. 

Mr. Gavin. Then what do you do about it when you find out they 
havent’t? Do you go to them personally and teli them what you 
think about their business methods and operations? 

legal Taytor. I haven’t as yet. I have only been there a few 
months. 

Mr. Gavin. If they can’t conduct themselves in a businesslike and 
eficient manner, I don’t know why you give them contracts. That is 
why I say you are still doubtful from your intimation there that they 
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are going to conduct themselves in a businesslike way or they “can 
discharge their contractual obligations in an effective, efficient and 
economical manner.” 

You recall, General Davis, when I said to you out there at Wright- 
Patterson in Dayton, that you ought to screen your teams a little bit 
occasionally. Do you remember that? 

General Davis. Yes, sir. 

Mr. Gavin. What do you think of this GAO report now? Do you 
think these teams ought to be screened occasionally ¢ 

General Davis. Yes, sir. 

Mr. Gavin. You agree now. But you had reached the height of 
perfection out there in your weapons system technique, or at least I 
thought you had resolved in your own mind that you had. But now 
you come up with this: 

For this purpose, the Western Development Division, an organization which 
has more recently been named the Ballistic Missiles Division, was established 
and was staffed with highly qualified Air Force officers, including experts in 
the field of technical program management, facilities, contract negotiations, and 
military operations. 


And then further on— 


We have recently allotted spaces for 203 additional auditors to be used in the 
procurement area. 

When we got through with you, after 2 days out at Wright-Patter- 
son, I thought we had reached a degree of perfection. How many 
people are in the new Western Development Division / 

General Davis. Mr. Gavin, if we left you with the impression that 
we had attained perfection, I don’t know how we did it because we 
certainly didn’t feel that. 

Mr. Gavin. I wouldn’t say you had attained perfection. But I felt 
you had attained perfection, at least in your own mind; and that it 
was as highly perfected as you could reach at that particular time. 

General Davis. I hope you will recall 

Mr. Gavin. You seemed quite confident in the system. I was sur- 
prised when this GAO report came up here. After hearing you out 
there for a couple of days, that all of this would develop. 

Mr. Héserr. I think in fairness, Mr. Gavin, it should be pointed 
out that the GAO reports reflect cases before we went to Wright- 
Patterson and before we had our private discussions with General 
Davis and General Anderson. They have just come into the picture. 
We are certainly getting more cooperation from this team than we 
got from previous teams. 

Mr. Gavin. We are getting cooperation now from this team that 
we should have had and always should have had when they are oper- 
ating for the Government. 

Mr. Heésert. I am in full accord with you. But this team has cer- 
tainly shown an indication in the right direction. As I say, I am 
not passing judgment. Judgment day hasn’t come yet. 

Mr. Gavin. I am only expressing my opinions from the results of 
our meeting at Wright-Patterson. 

Mr. Hesert. That is correct. 

Mr. Gavin. What about the Western Development Division! 
What about that now, General? Can you tell us something about it! 
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How many people are employed and what is it going to cost. I don’t 
recall—you di n’t call to our attention anything about the Western 
Development Division when we were out there, did you’ at) 

General Davis. I think we referred to it as the Ballistic Missiles 
Center or Division. 

Mr. Gavin. Ballistic Missiles Division. 

General Davis. It has since been renamed. It was originally the 
Western Development Division when it was established. But you will 
note the statement that says it is more recent. 

Mr. Gavin. Now, it is the Ballistic Missiles Division. 

General Davis. Yes, sir. 

Mr. Gavin. On page 4 you say— 

The entire project has been highly successful as ballistic missiles have been 
procured on accelerated schedules and their performance has been excellent. 

Well, there is a little question about missiles too, these days, isn’t 
there ¢ 

(General Davis nods. ) 

Mr. Gavin. We don’t know where we are on missiles yet, so we don’t 
know whether in the Ballistic Missiles Division, what the upshot of 
all the missiles questions may be. In a few days we may hear, I pre- 
sume, but there is a lot of discussion. Yousay: 

The entire project has been highly successful as ballistic missiles have been 
procured on accelerated schedules and therefore the performance has been 
excellent. 

Well, there may be a little discussion on that, too. 

Can you tell us how many people are employed in this Ballistic 
Missiles Division now ? 

General Davis. I am sorry, I can’t, no, sir. 

Mr. Gavin. How new is this Ballistic Missiles Division ? 

Colonel Mepperry. May I answer that, Mr. Gavin? 

Mr. Gavin. Yes, sure, anybody can answer. 

Colonel Mrepsury. The Ballistic Missiles Division is composed of 
two elements, representatives of the Air Research and Development 
Command and the Air Materiel Command. 

Mr. Gavin. Yes. 

Colonel Mepsrrry. They have approximately—and this is an esti- 
mate that I am giving you, not exact figures—1,500 people. I believe 
that the Air Materiel Command has something under 500. 

General ANDERSON. 300. 

Colonel Mepzerry. 300 approximately. 

Mr. Gavin. Well, that is 1,800. And how about the auditors? Are 
they included in this group ? 

Colonel Mepserry. The Air Force auditors—— 

Mr. Gavin. Is another section. 

Colonel Mepserry. Another element of the Air Force, that is right. 

Mr. Gavin. Well, a couple of years ago we had the reorganization 
where we were going to prevent overlapping and duplication and get 
simplification, and vecetinasiods and cooperation, and here goes an- 
other Ballistic Missiles Division, with another 1,800, and 203 more 
auditors. Some of those extravagant ideas we had about reorganiza- 
tion. I don’t know whether we are perfecting and coordinating 
groups and preventing overlapping and duplication or whether we 
are going all-out again. 
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Mr. Hépzerr. Well, Mr. Gavin, I will say for the chairman, he does 
not have the sin of unification on his soul to answer for. 

General ANpErson. Mr. Chairman, may I make a statement for the 
record for the purpose of clarity. 

Mr. Hésert. General Anderson. 

General Anperson. These 203 additional auditors are not for the 
Ballistic Missiles Division nor for Air Material Command. They are 
for the Air Force as a whole, to increase the entire capability of the 
Air Force to properly audit contractors’ proposals. 

Mr. Héserr. It is part of the Air Force, the entire Air Force. 

General Anperson. Yes, sir. 

Mr. Gavin. I think you should have had auditors long before this, 
I am not questioning the fact here, but from this report, it is quite 
evident that you should have had auditors in the picture some time 

0. 

General Anperson. That is right. 

Mr. Gavin. So I am not disputing that. I just wondered on the 
overall examination of all contracts. 

Now, the other day, Mr. Chairman, we heard, as [ recall, on the 
subject of subcontracts that there was no auditing being done by the 
Air Force and that no auditing by the prime contractors of the sub- 
contractors, I may be wrong, correct me if I am wrong. 

Mr. Héserr. Mr. Gavin, what the testimony shows, and particu- 
larly in reference to the presentation made by the General Accountin 
Office, is that the auditors were available but they were not being util- 
ized by the negotiators to the full capability and full extent of what 
they could have been used. 

But, Mr. Taylor and General Anderson have told us this morning 
that they intend to use these auditors and to at least plug that. hole in 
the system. 

Mr. Gavin. As I recall it the prime contractor was not examining 
and auditing the accounts of the subcontractor. 

Mr. Héperr. That is correct. 

Mr. Gavin. Under those circumstances, nobody knew where we were 
in the costing of the particular weapon. 

Mr. Héperr, You are correct. That is the matter that we are 
trying to develop here. The fact that once the contract was let to the 
prime he then became the sole individual or the sole contractor to 
audit all the subjects. While the Air Force used the word “moni- 
tored” the presentation of the General Accounting Office indicated in 
many of these cases they were not even monitored. They were merely 
perfunctory and accepted. I think as we get along in the presenta- 
tion of the Air Materiel Command under General Anderson, which 
will be the development of what we heard in the off the record dis- 
cussions at Dayton, it will be explained exactly how far the Air Force 
maintains control. 

That is the key to this whole proposition. That is, whether this 
so-called single management concept has been adopted by the Air 
Force and is in effect, or rather it is the same old system of contracting 
which is being used. That is generally what is involved. 

Mr. Gavin. I recall very definitely talking to the generals out there. 
I thought at that time they should look over their negotiating teams 
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and their screening teams a bit more carefully, as to the quality of the 
men that were on these teams and were examining these contracts and 
subcontracts. 

Mr. Héserr. In that area again you are correct. And that will be 
developed during General Anderson’s testimony and some figures 
which the staff has developed which I think would be very interesting 
and will bring right in focus the point that you are making. 

Mr. Gavin. When I left out there, I thought that/that technique 
ig something new now and it is a weapons system technique and they 
rally were going to go. Then I get this illusion, when this comes in 
here. I wonder. 

Mr. Héserr. Mr. Winstead. 

Mr. Wrinsteap. No questions. 

Mr. Hésert. Mr. Price. 

Mr. Price. Mr. Taylor, in your decision to get back into the subcon- 
tract area and recheck some of these on the basis of the findings of the 
GAO, does that mean you are going to take a look now at all the sub- 
contracts that are involved in this area ? 

Secretary Taytor. Are you speaking of me personally, or the Air 
Force? 

Mr. Price. The Air Force. 

Secretary Taytor. As I mentioned in my prepared statement, we 
have issued an amended procurement instruction, the purpose of which 
isto reemphasize the need for a thorough analysis of contractors’ pro- 
posals and the requirement for furnishing certificates as to the correct- 
ness Of cost data. Furthermore, in the future, contractors will be 
required to submit information to us on the types of subcontracts they 
will use before prime contract prices are finalized. This action on the 
part of the Air Force is in addition to the request that we have made 
of major contractors that they review all their redeterminable- and 
incentive-type contracts which have not been finally priced and submit 
tothe Air Force certificates of correctness of estimates and, if appro- 
priate, price adjustments or refunds will be negotiated. 

Mr. Price. At what line of value are you going to draw a line on 
these subcontracts to determine which ones you are going to take a 
look at ? 

Secretary Taytor. Do you 

Colonel Biarreau. Sir, I don’t think it would be practical to spell 
out a line of value because a prime contractor issues thousands of pur- 
chase orders in contracts in a very short period of time. 

So our examination will have to be primarily directed to those most 
important subcontracts for the larger component systems. We are not 
able to examine all of the subcontracts that might be placed by a prime 
contractor. 

In addition, some of the GAO reports refer to as far down as third 
tier subcontractors. 

Mr. Price. What determines the value of the contract ? 

Colonel BLatreav. Usually the estimated or negotiated price. 

Mr. Price. Doesn’t the value of the contract, the amount of it, have 
some bearing on the importance of the contract ? 

Colonel Buarreav. Yes, sir, it would. 

Mr. Price. Have you any idea about what you would consider to 
bean important contract ? 
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Colonel Buatreav. Well, sir, in a very large procurement of a 
weapons system, perhaps a contract of many millions of dollars would wl 
be a large contract, but in the smaller procurement a subcontract would of 
be a smaller amount of dollars. re} 

Mr. Price. Well, the selected contracts that the GAO reviewed were 











anywhere from $900,000 up to 3 and 5 and 15 million dollars. th 
Colonel Buatreav. Yes, sir. $3 
Mr. Price. Would you consider a $500,000 contract important? $1 
Colonel Buarreav. Yes, sir; we consider a $500,000 contract ( 
important. ( 
Mr. Price. What about a $100,000 contract? the 
Colonel Buiatreav. It is important too, sir. the 
Mr. Price. If you keep piling up a $100,000 contract and if they ] 
make a profit = $100,000 on it, it would not take very many of ( 
them to make an exorbitant profit—not only for the subcontractor, J 
but what about that 6 percent which the prime contractor makes | os 
on all subcontracts? S 
Colonel Buarreav. Sir, the pricing of any contract is important, | ( 
Mr. Price. That is what I am trying to get out now. TheGAO, | 4 
in their examination of selected contracts, on a few contracts, have thr 
come up with these figures of exorbitant profit among subcontractors \ 
based on some misrepresentation on the part of the people involved N 
in the negotiation. hy 
Now, how deep are you going to go into this? Are you going to G 
reexamine at least most of these subcontracts that have been let; | Wit 
that is, at least the current ones ? take 
Colonel Biatreav. Sir, we are going to do what we can within our rol 
pa, ay recognizing that there are thousands and thousands of | lows 
subcontracts that are placed each year. he c: 
So it is difficult for us to specify to what level or degree we can M 
go into reviewing subcontracts. We will still have to be principally | how 
reliant upon the contractors’ purchasing systems and practices and Ce 
the reviews we make of their systems and pence, plus test check- M 
ing or reviewing specific procurements. This practice is what GAO M 
has suggested and recommended that we do. _ thos 
Mr. Foire. All right. Does this apply only to current contracts { they 
or are you going to go back a little and try to make some recov- C\ 
eries on earlier contracts? thro 
Colonel Biatreav. Our practice applies principally to our current Mi 
contracts. And I indicated before we have in many cases performed | But: 
audits of subcontracts. | level. 
Now, we did not in the cases that the GAO has reported, but | recor 
there are many cases where we did do so. tothe 
Mr. Price. Then are you going to make a strong effort to carry Co 


this through from the profit of the prime contract of 6 percent that | prim 
might have been based on the overcharge at the subcontract level! | refur 
Colonel Buarreav. Sir, I wish you would repeat that question for | of th 


me. I am not sure that I follow it. Mr 

Mr. Price. Are you going to carry it through to give considera- | isalsc 
tion and try to make some recoveries and adjustments at the prime Col 
contract level an the amounts of excess profit he may have been] way, 
receiving based on say a 6 percent figure—and some of them will Mr 
run higher than that—that resulted from collecting the 6 percent | cases’ 


fixed fee on overcharges at the subcontract level ? Col 
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Colonel Biatreav. Sir, we would intend to take action in any case 
where the price negotiated was too high based on misrepresentation 
of data or inadequate or inaccurate data, in any case where it is 
reported to us and where we have knowledge of it. 

Arr. Price. I want to be certain that you are not going to stop at 
the subcontractor level, because if a subcontractor gets an excess of 
$3 million, the prime contractor automatically gets an excess of 
$180,000, is that right? 

General Davis. No, sir. 

Colonel Biarreav. Sir, we are taking into consideration adjusting 
the prime contractor’s profit rate, in those cases reported to us by 
theGAO. The adjustment of the sub is carried through to the prime. 

Mr. Price. You are not going to stop with the subcontractor. 

Colonel Buarrrav. Yes, sir, that is carried through the prime. 

Mr. Price. I think that answers my question. Yon are not going 
to stop at the subcontracting ? 

Secretary Taytor. No. 

Colonel Buarreav. No, sir. 

Mr. Price. If there is excess profit at his level, that is carried on 
through. 

Mr. Gavin, Would my colleague yield ? 

Mr. Price. Yes. 

Mr. Héserr. General Anderson, you wanted to clarify that? 

General ANpERsoN. I would just like to make a statement for clarity. 
With reference to the 14 cases reported by the GAO, action has been 
taken—in some cases it has been completed—to recover the excess 

rofits enjoyed by the contractor. Now, Colonel Medberry has fol- 
owed this very closely for me and if the committee desires, I think 
hecan go into details right now. 

Mr. Heésert. To tell how many of the 14 have been completed and 
how many are still pending ? 

Colonel Mepperry. Yes, sir. 

Mr. Hépert. Colonel Medberry. 

Mr. Price. You understand, General, the figures that we had on 
those recoveries were all at the subcontractor level. What about at 
the prime contractor level ? 

Colonel Mepperry. Yes, sir. The recovery to us, of course, comes 
through the prime contractor. 

Mr. Price. That is correct. Now, you are getting down to my point. 
But in addition to that, there is an overcharge at the prime contractor 
level. You may recover from the subcontractor, but what about the 
recovery from the prime contractor who received an excess profit due 
to the overcharge at the subcontract level ? 

Colonel Mepserry. Our privity of contract is, of course, with the 
prime contractor. We go through him normally in obtaining the 
refunds. And it has an effect upon his profit as well as upon the cost 
of the subcontract. 

Mr. Price. This is what I want to be certain of, that the recovery 
isalso at his level. 

Colonel Mepgserry. Well, it is certainly our intention to do it that 
way, and we try to do it that way on every occasion that we can. 

Mr. Hénerr. Now, Colonel, you were to tell us the status of the 14 
cases involved. 

Colonel Mepperry. Yes, sir. 
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I am sorry that I don’t have’a presentation chart that we had made 
of some extracts of the columns that the GAO presented. 

If I might, I can run down these columns for you, or if you have 
the chart that was used yesterday I might work from that. 

Colonel Mepperry. Do you have the big one? 

Mr. Kuun. No. 

Mr. Gavin. Before we get into the explanation of the detail, I 
wonder if my colleague satisfied himself on the subcontract, as to the 
amount that should be audited. Should it be up to $50,000, $100,000, 
or $500,000? I think it is very important that some amount should 
be established by the Department of the Air Force on a subcontract, 
as to whether or not it should be audited. If you established it at 
$50,000 or $100,000, or some other amount, and you didn’t have the 
personnel, when you come before the Congress and the Congress re- 
quests and asks you information, you would say, “Well, we would like 
to have examined every subcontract down to $50,000 or $100,000, and 
we requested two additional auditors; however, the appropriation was 
denied us and therefore we do the best that we can with what men we 
have available, but our men are limited.” 

But you don’t do that. If you did, you would protect your own 
self by auditing every subcontract. If I were operating it, I would 
want to audit all subcontracts, even with the prime contractor. 

I just thought, on the point developed by Mr. Price, that some 
amount should be established as to the subcontracts that are going to be 
examined or audited—$50,000, $100,000 or $500,000. I think that 
should be done and a request made for et age to secure the 
personnel to do the job. If you don’t get the money, then you can’t do 
the job, but you do the best you can. 

Secretary Taytor. We will give that matter consideration. But we 
must keep this thing on a practical level. You know, you can audit for 
weeks and months, and one of the other things we have to do is to 
speed up the system by which we place contracts and keep the work 
going. Because after all, our charter is to provide defense and we have 
to keep that primarily to the fore. 

We do not want to establish an auditing procedure which will pre- 
vent us from performing our primary mission. 

Mr. Hess. Mr. Secretary, couldn’t you do this: Couldn’t you ask 
for cost data from a subcontractor and then after he has given you 
that make him sign an affidavit or certification under penalty of 
perjury / 

Secretary Taytor. That seems very practical. 

Mr. Hess. I think your chances would be good that there wouldn't 
be so many overcharges there. 

Secretary Taytor. That is very practical. We can do that. But 
to definitely tell you gentlemen that we are going to audit up toa 
certain level isa very difficult thing to do. 

Mr. Gavin. No. I am asking you to think about it and then re- 
quest an appropriation for the personnel to do it. 

Now, don’t you think every big corporation audits right down to 
the nth degree on every angle of their business? 

Secretary Taytor. No, sir. 

Mr. Gavin. Well, they do pretty well, I would say. They know 
pretty much where they are going. And the application should apply 
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to the Government, that it should be just as necessary and essential 
to check and recheck everything that is handled by the Government as 
well as the big corporations. 

Secretary Taytor. The corporations that I worked for never audited 
the subs. 

Mr. Gavin. Maybe you didn’t get into that particular angle of the 
business. 

Secretary Taytor. I was general manager. 

Mr. Gavin. You would be pretty exacting if you were the general 
management. There wouldn’t be anything getting away from you, 
[am quite certain of that. That is the way I feel we should operate 
the Government. 

Mr. Héserr. Let us proceed. I am informed the Air Force has a 
chart in connection with the 14 cases involved which they will be able 
to present tomorrow. 

neral ANDERSON. That is correct, sir. 

Mr. Hésert. So we will suspend that particular part of the inquiry. 

Now, any questions, Mr. Courtney ¢ 

Mr. Courtney. Just a few questions, Mr. Secretary, on the GAO 
report. 

ive of the cases, as I recall them by number, were cases in which 
the errors are atributed to the type of contract which was employed, 
and this in turn was attributed to the fact, if it is a fact, that the 
contractor in those instances selected for himself the type of sub- 
contract. 

Now, has any thought been given to, or is any control exercised over 
the types of contracts which a contractor, a prime contractor, acting 
in the name of the Government, will award to his subcontractors ¢ 

Secretary Taytor. A new Air Force procurement instruction gives 
consideration to the type of contract. This last instruction specifically 
states that the type of contract should be reviewed and approved 
before the contract is finalized. That is very much in the procedure. 

Mr. Courtney. Now, is it possible to do that at the approval level ? 
As I understand it, under most of these contracts, there is a point at 
which the contracting officer gives an approval to the subcontract ? 

Secretary Taytor. The contracting officer gives the approval. He 
must review the type of contract. 

Mr. Courrnry. Yes. Is it your purpose at that time to add, for 
his approval, a consideration of the type of contract employed ¢ 

Secretary Tayior. Definitely, yes, sir. 

Mr. Courrney. In view of the information which the contracting 
dficer has or does not have, as the case may be ? 

Secretary Tayior. Yes, sir. 

Mr. Racusry. Mr. Courtney, may I just add one thing to that? 

Mr. Courtney. Yes, sir. 

Mr. Racusin. The AFPI was recently revised to specifically provide 
that among other things, the types of subcontracts used or proposed 
tefore decisions are made on contract prices is subject to review by our 
ACO’sand PCO’s. That is the type of the subcontract to be used. 

Mr. Courtney. Yes. 

Mr. Racusry. Is subject to the reviewing procedures. 

Mr. Courtney. So that coincident with the approval on price, there 
will be a consideration and approval of the type of contract which is 
tobe executed by the prime contractor ? 
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Mr. Racusrn. That is exactly right. 

Mr. Courtney. And this is over and above the consideration that 
has heretofore been given in that area ? 

Mr. Racusrn. Yes. As Mr. Taylor stated, that is a recent revision, 

Mr. Courtney. I have no further questions, Mr. Chairman. 

Mr. Héserr. Any further questions, members of the committee ? 

(No response. ) 

Mr. Hésvert. Thank you very much, Mr. Secretary. 

( The directive referred to is as follows :) 

DEPARTMENT OF THE AIR FORCE, 


HEADQUARTERS, U.S. Atm Force, 
Washington, D.C., May 28, 1959, 
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AFMPP-PR-2. 
Subject: Controlled letter No. 59-63 revision of AFPI 3-808. 
To: AMC (9MCPPAP) Wright-Patterson AFB, Ohio. 

1. A number of General Accounting Office reports have indicated that a 
number of contractors have misrepresented materiel and subcontracting costs 
at the time of negotiation for target or other prices. The pattern in these cages 
has raised serious questions involving the validity of the contractors’ price 
proposals. Although certain definitive actions have already been accomplished 
by your command in this matter, it is the view of this headquarters that clear 
and specific guidance and instructions should be incorporated into the AFPI, 
Accordingly, it is requested that a statement, substantially the same ag the 
following, be included in AFPI 3-808. 

“Procurement personnel must make a thorough anaylsis of contractors’ 
proposals and must be in possession (i) of current, complete, correct and sig- 
nificant cost and pricing data, and (ii) the types of subcontracts used or pro- 
posed, before decisions are made on contract prices. Moreover, the information 
available to the entire negotiating team, normally composed of the procurement 
contracting officer, the administrative contracting officer, the price analyst, 
quality control and production personnel, industrial engineers, and auditors, 
must be thoroughly examined and analyzed in relation to all segments of the 
procurement. The foregoing shall be accomplished in addition to the require- 
ment for the certificate prescribed by AFPI 3-811(b).” 

Appropriate cross-reference of the aforementioned should be set forth in 
AFPI 3-808.5. 

2. Post publication review only is required. 

For the Chief of Staff: 

J. J. TREACY, 
Colonel, U.S. Air Force, 
Chief, Procurement Policy Division, Directorate, Procurement and 
Production, Office, Deputy Chief of Staff, Materiel. 

Mr. Heéserr. General Anderson, I understand you have a prepared 
statement ? ! 

General Anperson. That is correct, sir. Singh 

Mr. Heserr. Mr. Secretary, you do not have to remain if you do 
not careto. Youcanbeexcused. _ Lhe 

Secretary Taytor. Do you mind if I do remain, sir? 

Mr. Hésvert. We would like for you to remain. 

Secretary Taytor. I would like to remain. 

Mr. Héserr. I assure you it will be a liberal education. 

Secretary Tayxor. Yes, sir. 

Mr. Heépsert. General Anderson. 

General Anperson. Mr. Chairman and members of the committee, as 
the recently assigned commander of the Air Materiel Command, I 
have been following the testimony of this hearing with great interest. 

The representatives of industry that have wo rea here have given 
you their views and described their relationships with the Air Force 
in what has come to be known as the weapons system concept of man- 
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agement. Mr. Taylor has discussed briefly the Air Force views on the 
system. I would like to reiterate and emphasize that weapon system 
management is an Air Force system of management and not a system 
which establishes a method of procurement or a system that transfers 
weapons management to a contractor. : 

The procurement and contracting phases of the system take various 
forms and are controlled by the circumstances surrounding the in- 
dividual weapon systems. These circumstances deal in a large measure 
with the capabilities of contractors in specific fields and the personnel 
and technical competence that the Air Force from an overall stand- 

int can devote to management of a given weapon system. Gen. 

_A. Davis, Deputy for Production, Directorate of Procurement and 
Production, is here today to review with you, for the record, some 
of the things we presented to you informally at the time of your visit 
to Headquarters, AMC, and to attempt to clarify some of the questions 
that were left unresolved by the representatives of industry. 

Of more immediate concern to me is the testimony last week by 
Mr. Powers and other representatives of the General Accounting Office 
regarding 14 separate reports on pricing of selected contracts and 
subcontracts. Mr. Powers indicated that the Air Force in some 
instances did not negotiate fair and reasonable prices with some of 
its major contractors and that it failed to exercise the proper surveil- 
lance and control over subcontractors. Nong nerd 

My review of the specific prime contractor negotiations indicates 
that had the Air Force received more current and complete pricing 
data and had such data been thoroughly reviewed and analyzed by 
the negotiating team in conjunction with Air Force auditors, lower 
prices might have resulted. 

In the subcontracting area increased audits and stronger control 
is indicated. Mr. Taylor has already outlined the actions that have 
been taken by the Air Materiel Command and I can assure you that 
increased emphasis will be placed on these matters. 

With the committee’s permission, I would like to make some very 
brief general observations on the management job that is being done 
in the Air Materiel Command. I thought perhaps the committee 
might appreciate the impressions of a new commander after approxi- 
mately 8 months of reviewing the performance of the command. 

As the logistic arm of the Air Force, the Air Materiel Command 
is responsible for management of over one-half of the total Air Force 
budget. It buys, supplies, and maintains one and a half million sepa- 
rate inventory items and manages assets of approximately $36 billion. 
Its primary objective is to see that the U.S. Air Force has the materiel 
it needs whenever and wherever the need arises. 

In so vast an undertaking there will always be specific instances in 
which errors can be pointed out for in any undertaking as large and 
as complex, whether it be Government or industry, perfection cannot 
be achieved. However, from my observation of the Air Materiel 
Command, I would say to you and to the American people that a 
good management job is being done in this complex problem of sup- 
porting and maintaining the Air Force readiness. While I know that 
this committee is concerned primarily with the management of pro- 
curement, I want to make some mention of the overall management 
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in the logistic support area performed by AMC of which procurement 
is only a part. 

In many areas of its management job Air Materiel Command has 
led in the development of new and better management systems. It 
has pioneered in the use of electronic data equipment to perform its 
mission. For example, it has developed transceiver networks that 
enable supply requisitions to be sent on punched cards electronically 
from requiring source to the point of inventory control thus saving 
time which in turn saves millions of dollars since fewer items are 
needed in the supply pipelines. 

A system of managemnt of hi-valu has been developed which per- 
mits greater emphasis on materiel that is expensive and less detailed 
management on less expensive items; low value items for example 
that may cost less than $10. 

In the maintenance area much has been done to assure that the 
Air Force’s weapon systems will be operational and ready to go, 
This again means dollars. We must be capable of using our multi- 
million-dollar weapons and not let them be inoperative for lack of 
a mechanic or a 50-cent part. 

To this end, in addition to the normal maintenance performed both 
by contract and by Air Force personnel, Air Materiel Command has 
developed mobile maintenance teams than can be airlifted directly to 
any trouble spot in the world. Within a matter of hours we can put 
a skilled maintenance crew on a downed Strategic Air Command air- 
craft or overhaul a vital link in our defense structure. 

In the facilities area the Air Force had programed over the past 
few years four depots at an estimated construction cost of $343,688,000 
which we did not construct because of the development of a direct 
supply system which reduced the storage requirement. In addition 
to the logistics facilities not constructed, we have closed or are closing 
within the Air Force 41 depot level logistics type facilities. 

In the personnel area the Air Force logistics depot level personnel 
reached its peak in fiscal year 1952. From that date to June 1955, 
which was prior to AMC assumption of command of overseas depot, 
we reduced 26,554 manpower spaces. From our peak, after assuming 
worldwide responsibilities (June 1956), we have now made a further 
reduction of 35,346 spaces for a total reduction of 61,900 spaces. 

These few examples and many other management techniques have 
been developed to create greater efficiency in supporting the Air Force 
and convince me that a good management job has been and is being 
done. Based on my statement that a good management job is being 
done, Mr. Chairman, you might well ask how I can arrive at such a con- 
clusion in the face of the testimony by the General Accounting Office 
representatives. 

think it is important that this committee and the Congress not 


draw from the testimony of the GAO representatives the conclusion 


that the cases presented are representative of the entire management 
job. Each year the Air Materiel Command obligates approximately 
$10 billion of the Government’s money. In negotiating contracts, the 
Air Force negotiators use their best judgment as to the type of con- 
tracts that will be used and bargain diligently for reasonable prices. 
Target prices are negotiated on estimates before the work is per- 
formed and there will always be contracts that are overpriced just 
as there will be contracts that are underpriced. 
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Mr. Campbell’s report states that his examinations are on only 
selected major contracts. Mr. Powers testified that he thought indus- 
try should make only a reasonable profit. The Air Force shares this 
opinion. We desire to negotiate contracts in such a way that we will 
be getting the most for our dollar, but we do believe that contractors 
should receive a reasonable profit. The cases that the GAO has 
brought out we do not feel are typical. They could not be if industry 
on an overall basis is receiving only a reasonable profit. I think that 
the best overall survey that has been done and which took results 
across the board was the one done by your committee 3 years ago on 
the profits in the aircraft industry. Your report, at that time, indi- 
cated that on the average the profits in the aircraft industry were 
not excessive and that the Government was getting substantial value. 

I do not intend to imply, Mr. Chairman, that we cannot improve 
and I am convinced that the investigations that this committee have 
done and are now doing have a tremendous value for us. 

Despite the fact that I feel AMC is doing a good job, I know neither 
it nor the GAO will ever have the manpower or ability to check the 
contractors’ data as thoroughly as we would like. 

As the GAO report states, it is unlikely that the Government will, 
in any negotiation, have full knowledge of all the information avail- 
able to the prime contractor. However, the spotlight that this com- 
mittee has thrown on the subject of current and accurate materiel 
costs in contractors’ proposals has already made itself felt. 

I believe that the Air Force’s contractors, as a result of your efforts 
and ours, are being far more careful in the materiel costs data they 
submit in their pricing proposals. 

Mr. Chairman, we have a training film covering the broad aspects 
of the operation of the Air Materiel Command which I would like 
to show if the committee will permit. This film is unclassified. It 
can be shown in open session, and it does not take more than 20 
minutes. 

Mr. Héperr. All right. We will have the film, General. 

Mr. Reporter, no report on the film. 

(Film shown.) 

Mr. Héserr. General, as you have heard, the bells have rung. The 
House is going into session today at 12 o’clock and we are to have 
four or five rollealls. So it is necessary that we recess at this time 
until tomorrow morning at 10 o’clock. We ask that you be back. 

General ANpERSON. Yes, sir. 

Mr. Héserr. And the members of your team that you desire. 

Mr. Secretary, you are welcome again tomorrow morning if you 
want to visit with us. 

Secretary Taytor. Thank you very much. 

Mr. Héserr. The committee will recess until 10 tomorrow morning. 

(Whereupon, at 11:54 a.m., the committee adjourned, to reconvene 
at 10 a.m., Wednesday, June 10, 1959.) 





WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, JUNE 10, 1959 


House or REPRESENTATIVES, 
CoMMITTEE OF ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee), presiding. 

Mr. Héserr. The committee will be in order. 

I think, General Davis, I asked you yesterday, or the entire team, to 
supply the name of the individual who made the Ramo-Wooldridge 
contract. Do you have that information this morning? 

General Davis. That information is being prepared by the Assistant 
Secretary’s office, and I am told it will be over shortly. 

Mr. Racusty. We hope to have it some time tomorrow, Mr. Chair- 
man. 

Mr. Hésert. Does it take that long to find out who talked to some- 
_ body down there? 

Secretary Taytor. It is a little complicated. 

Mr. Héserr. It must be complicated. 

Secretary Taytor. It is complicated. 

Mr. Héserr. It must be. Somebody must have talked to Ramo- 
Wooldridge. It originated in the Department. Somebody had to 
talktothem. Does it take 72 hours to find that out? 

Secretary Taytor. It is a matter of several committees we are in- 
volved with. 

Mr. Hésertr. That is what I am afraid of. You will come up here 
with committees and no individuals, 

Secretary Taytor. We want to be completely accurate in the matter. 

Mr. Hésertr. Mr. Secretary, understand I want the name—not of 
committees. 

Secretary Taytor. I know. 

Mr. Hésert. I want the name of individuals. I want the names of 
responsible people who can talk. 

ecretary Taytor. Yes, sir. 

Mr. Hénerr. I recognize you are new here, and you will find the 
man who can talk is the little man who just left. 

Mr. Hépert. I have very little hope of getting that responsible indi- 
vidual, but at least I am going to make every effort I can. 

Secretary Taytor. I think we can get him for you, sir. 

Mr. Héserr. Then the broom will continue to sweep clean. You 
will get the name? 

Secretary Taytor. That is right. 
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Mr. Héserr. Now, General Anderson, on yesterday, in your state- 
ment, you said this: 

I would like to reiterate and emphasize that weapons system management is 
an Air Force system of management and not a system which establishes a method 
of procurement or a system that transfers weapon management to a contractor, 

Now, do I understand by that statement that the so-called single 
management concept—as the committee understood it when these 
hearings first opened and which we discussed with you informally at 
Dayton—was that the Air Force turned over to a single contractor the 
responsibility and authority for administering a contract. 

General Anperson. No, sir; that is not correct. 

Mr. Hésert. That is not correct ? 

General Anperson. That is not. 

I would like to illustrate by taking the cases where we have the so- 
called category 1. That is the B-58, the B-70, the F—108, the Hound 
Dog missile, and the Bomare missile. 

Right at Wright-Patterson Air Force Base for each of those systems 
we have what we call a Weapons System Project Office. That office 
is staffed by personnel from both the Air Research and Development 
Command and the Air Materiel Command, and that office manages 
the program, and not the contractor. 

Mr. Hézert. Now, who is responsible for the final financial arrange- 
ment in the program’ Is the contractor responsible or is the Air 
Force responsible ? 

General Anperson. The Air Force is responsible, sir. 

Mr. Hésert. The Air Force, then, is responsible. If there is any 
waste of money, it is the Air Force’s responsibility ? 

General Anprrson. Yes, sir. We can’t escape that responsibility. 

Mr. Héserr. Now, in connection, for instance, with the type of con- 
tract which Ramo-Wooldridge has that is the closest approach, as I 
understand it, to the single management concept that you have; isn’t 
that correct ? 

General Anperson. I don’t think we have a contract with Ramo- 
Wooldridge. You must be speaking of the Space Technologies Lab- 
oratory, a subsidiary of Ramo-Wooldridge. 

Mr. Héverr. I am speaking of our general understanding, that there 
is a contract in being whereby a private contractor is given in effect a 
blank check to do a job, to turn out the missile. 

General Anperson. I don’t know of any such contract being in 
existence, Mr. Chairman. 

Now, we had a contract, the Air Force did, with Ramo-Wooldridge 
at one time to give technical assistance and guidance to the Ballistic 
Missile Division in the missile program. Ramo-Wooldridge later 
merged with Thompson Products, and they formed a subsidiary, called 
Space Technologies Laboratory, which still exists and still is charged 
with technical advice to the Ballistic Missile Division with respect to 
the missile program. 

Mr. Héeerr. In other words, that contract only provides that tech- 
nical advice be given and in no way includes management of the 
program ¢ 

General Anprerson. No, sir; it does not include management. The 
management, until quite recently, was a joint responsibility of General 
Schreiver for Air Research and Development Command, and General 
Funk, Ben Funk, for the Air Materiel Command. They were housed 
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right together in Inglewood, Calif., because most of the contractors 
they dealt with are in that area. But the management was their joint 
responsibility. ‘ 

Mr. Hésert. General, you have read these hearings, I presume? 

General ANDERSON. Yes, sir. 

Mr. Hézert. You will recall in the opening days of the hearin 
when we had the contractors in here, pages of testimony are multiple 
jn an explanation by these individual contractors of how they are 
the managers. Are they in error, or do they misunderstand ? 

General ANDERSON. hey may be gar ae ¢ of day-to-day manage- 
ment responsibilities. As I read it, I judged they were. 

Mr. Hésert. They don’t know what kind of contract they have, 
do they ? 

General ANpERSON. Sir? 

Mr. Hésert. They don’t know what their function is? 

General Anperson. Well, as I read that testimony, I wondered if 
they did, sir. 

Mr. Hésert. Well, that is most enlightening. No wonder we have 
confusion. 

General ANpErson. But, actually, the direction of the program goes 
right out from the Weapons System Project Office, and they are the 
people I hold responsible. 

r. Hésertr. Mind you, in asking these questions of you, General, 
I am most pleased in your frankness in response to the questions. Be- 
cause it is undoubtedly one of the frankest statements I have ever 
heard during investigations of this type. But what amazes and 
startles me is the fact that dealing in millions and millions and 
billions and billions of dollars, the contractor and the Government are 
not in accord with what the function of the contractor is. 

General ANDERSON. Would you want to comment here ? 

General Davis. May I comment on that, Mr. Chairman ? 

Mr. Hépert. Yes, certainly. 

General Davis. I think in all fairness to the contractors’ people who 
were here testifying before the committee, they see themselves, and 

roperly so, in the role of the manager of a portion of the Air Force’s 
job, that is spelled out in their contract. 

Mr. Héverr. General, let me interrupt you there. Don’t let us get 
confused in what we are talking about. I think the committee under- 
stands quite thoroughly your weapon concept system, which is your 
overall picture. You did an excellent job in informally explaining it 
at Dayton, and you will undoubtedly elaborate now. 

General Davis. Yes. 

Mr. Héserr. In other words, let us not get confused by bringing all 
the segments of the system under one umbrella. 

(General Davis nods. ) 

Mr. Hésert. What we are interested in is the missile part of that 
system. 

General Davis. Or the aircraft. 

Mr. Héserr. Or the aircraft. 

General Davis. The weapon, itself—the hardware. 

Mr. Hénerr. That is the weapon, itself. 

General Davis. Yes, sir. 

Mr. Hipert. So let us confine ourselves to that at this moment. 

General Davis. Then I would like to clear up one further point. 
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Iam afraid the impression has been left with the committee that this 
system of management which General Anderson just referred to ag 
category 1 type procurement—that is the single prime contractor 
method—is widely used by the Air Force. I would like to dispel 
that because we apply that system of development or procurement 
only in the instances where it is necessary or desirable. In the main, 
this is a very small part of our procurement effort. 

Mr. Héserr. All right. 

Now, you apply it only when necessary to apply it. Is the committee 
to understand from that that this is sort of an evil that you only apply 
when you have to use it? 

General Davis. No, sir. 

Mr. Hésert. Well, let us take the missiles. A missile is a missile, 
A rose isa rose. You have the Atlas. Do you apply it to the Atlas? 

General Davis. No, sir. 

Mr. Hésert. The Titan, do you apply it to the Titan? 

General Davis. No, sir. 

Mr. Héserr. Bomarc? 

General Davis. Yes, sir. 

Mr. Héperr. You apply it. Give me another one, now. 

Mr. Courtney. We have Minuteman and Hound Dog coming up. 

Mr. Hess. You want missiles. 

Mr. Héserr. I am talking about missiles. Why don’t you apply it 
all the way across the board, if it isa good system? What is so differ- 
ent about it? 

General Davis. Well, let us first distinguish between the Bomare 
missile and one of the ballistic missiles. They are managed by two 
separate approaches, or procured by two separate approaches. One 
is the associate contractor approach. 

Mr. Hépert. Yes. 

General Davis. And the other is the category 1, or the so-called 
single prime contractor approach. 

Now, when we launched the ballistic missile program in 1954, as 

inted out in the Secretary’s statement, this had the highest priority 
in the Nation, and we were directed to go all out, to get these missiles 
developed and into production. 

So we applied unusual amounts of resources and talent to these 
programs, by establishing, as he pointed out, this Western Develop- 
ment Division, which later became the Ballistic Missiles Division. We 
staffed this organization with the best people we could get. And we, 
as you pointed out, hired a contractor with a high degree of tech- 
nical competence to assist and advise them. 

Now, we cannot afford that elaborate management for every one of 
oursystems. We don’t have the people nor the money. 

So we have to apply that approach when the situation demands. 

Now, in the case of the Bomare, which is a missile, but not a bal- 
listic missile, it had a relatively high priority as weapons systems go, 
but considerably lower priority than the ballistic missile program. We 
went the other route, which was to contract with the Boeing Airplane 
Co. as the prime contractor to do the development of that total missile. 

Mr. Héserr. Not to interrupt you, but to keep in focus what we are 
talking about, this so-called category 1, or as we have referred to it, the 
single manager concept, is a far more elaborate and far more expen- 
Silve system. 
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General Davis. No, sir. Less expensive than the ballistic missile 
system. i ’ < h 

Mr. Héverr. The single management system is less expensive than 
the other ¢ 

General Davis. Yes, sir. 

Mr. Hévertr. Well, if you can tell me how employing a big firm at 
“X” number of dollars, piled on top of what you have already, is 
Jess expensive than not employing them and doing the job yourself, 
then I would like to know. 

General Davis. Well, we don’t have the resources, as I pointed out, 
to manage all of them by this other system. We just don’t have that 
many people in the Air Force. We can’t get them. We don t have 
that kind of numbers or quality, really, to do that kind of a job. 

General Anprerson. I think there is a misunderstanding here, Mr. 
Chairman. ae 

What you are saying is that the method of managing the ballistic 
missile program is more expensive. 

General Davis. That is right. 

General ANDERSON. Not that category 1 is more expensive. 

General Davis. Not category 1. 

Mr. Hézert. Well, when I am referring to category 1, I am picking 
up your expression. 

neral Davis. That is right. 

Mr. Hérert. My own expression would be the single management 
concept as reflected in the Ramo- Wooldridge situation. 

General Davis. That is correct. 

Mr. Héserr. Now, in the Ramo-Wooldridge situation, do you 
tell_——— 

General Anperson. That is not category 1. 

Mr. Hésert. That is my error. 

General ANperson. There is where the misunderstanding is. 

General Davis. The ballistic missile program is not managed under 
category No. 1. 

Mr. Hésert. The Ramo-Wooldridge program is the so-called crash 
program ¢ 

General Davis. Yes, sir, with respect to the cost of the internal 
AF management organization. 

Mr. Hézerr. And that is more expensive. 

General Davis. Yes, sir. 

Mr. Hésert. Very much more expensive. 

General Davis. Yes, sir. 

; Mr. Heéxert. And in ordinary circumstances you would not apply 
It! 
General Davis. That is correct. 
Mr. Héserr. Well, that was my understanding, except by usage of 


_ the phrase or the words. So therefore the Ramo-Wooldridge repre- 


sents an individual crash program of high priority ? 
General Davis. I would refer to it as the ballistic missiles program. 
General ANpERson. It does have the highest national priority, that 
iscorrect, assigned by the National Security Council. 
Mr. Heserr. And this originated within the Air Force, this idea 
of going out to get these high efficiency people ? 
eneral Anperson. Well, Mr. Chairman, I was not even in the 
country when this was originated, but I do know a little bit about it. 
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The idea of ballistic missiles had been ix: people’s minds in the 
Air Force since around 1948. We had a program going, if I recall, 
with Convair—a very small program, more of a study than anything 
else. It was dropped around 1950. Convair, though, with its own 
money, kept the study program going. 

Around 1954, the I in von Neumann committee was formed—and 
I am not sure whether the Air Force formed this or whether it was 
the Department of Defense. 

Do you know ? 

General Davis. No, sir; I do not. 

General Anprrson. I was in Korea at the time and I am not too 
familiar with it. But I do know that the John von Neumann com- 
mittee recommended that this program be undertaken and that ree. 
ommendation was approved ah up the line. As it progressed, the 
National Security Council finally accepted it, around 1956, and gave 
it the highest national priority, and gave us a deadline to have these 
missiles in the inventory, which we have been trying to meet ever since, 

Mr. Hépsert. You haven’t met it yet. 

General Anperson. No, sir—well, we did meet the Thor deadline 
of last December. The Thors were deployed to the United Kingdom 
on schedule last December. 

Mr. Hésert. Did the Ramo-Wooldridge outfit manage that one? 

General Anperson. No, sir. Their subsidiary, Space Technologies 
Laboratory, did give technical assistance to this program. They are 
the people like Louis Dunn. They gave a great deal of technical 
assistance to this program. 

For instance, last fall when we were having trouble with the Atlas 
engine—and the Army was using the same engine in their Jupiter, 
and they were having the same trouble—we finally succeeded, that 
is, these people, the technicians of Space Technologies Laboratory, 
we Rev in duplicating on the ground the stresses which this engine 
sustained in air, and we found what the trouble was and we corrected 
it. 

Now, that is the kind of assistance they give us. 

Mr. Hésert. Of course, General, we get more confused as we 
along. Because now the statement has been made that in this highly 
technical crash program which has to be met, Ramo-Wooldridge hasn't 
met their schedule and yet the target has been met on another one 
over which they had no control. 

General ANpErson. You want tospeak on that? 

General Davis. They had the same relationship with the Thor pro- 
gram that they have with the other ballistic missiles. 

General ANperson. Oh, yes. 

General Davis. They give technical assistance to the Ballistic Mis- 
siles Division for all ballistic missiles programs. 

Mr. Hépserr. All programs? 

General Davis. All ballistic missiles programs. 

General Anperson. All Air Force ballistic missiles. 

Mr. Hess. Mr. Chairman. 

Mr. Héperr. Mr. Hess. 

Mr. Hess. I would like to get this clear in my mind. They are merely 
called on in an advisory capacity, are they not? They don’t supervise 
the construction of these missiles. 

General AnpErson. No. 
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Mr. Hess. Or the design. ke are called upon in an advisory ca- 
pacity as engineers or technicians 

General ANDERSON. Yes, sir. 

Mr. Hess. That is the only contact you have with them ? 

General Anperson. That is all I know. 

Mr. Hess. They have no control over the manufacture, as such, of 
Convair, Boeing, or any other contractor ¢ ; 

General Anperson. No, they don’t have control. I must say this, 
Mr. Hess. 

Mr. Hess. Yes. 

General Anperson. Their advice is many times taken at the dis- 
pleasure of the contractors. In other words, the contractor thinks 
they get too much into his technical business. 

Mr. Hess. That is through the Air Force? 

General Anperson. That is through the Air Force. We are the 
people who make the decision as to whose advice to take. 

Mr. Hess. They couldn’t order the contractor to do something ? 

General ANpEeRsON. No, sir; they cannot. 

Mr. H&ézert. They are merely advisers? 

General ANpERSON. That is right. 

Mr. Hépert. They are efficiency experts. 

General ANperson. That is right. 

Secretary Taytor. May I say something about efficiency experts? 

Mr. Heperr. Yes. 

Secretary Tayxor. I think efficiency has nothing whatever to do 
with the assignment of Ramo-Wooldridge or Space Technology 
Laboratories. They are a technical group, and their advice is tech- 
nical advice. It has nothing to do with production, which is in essence 
what you talk about when you say efficiency. 

Mr. Hébert. That is right. 

Secretary Taytor. They are not an efficiency group. They have 
nothing whatever to do with systems of manufacture, and all that sort 
of thing that is involved with an efficiency group. So let us call them 
atechnical group. 

Mr. Hésert. [ will call them another technical ad hoc committee. 

Secretary Taytor. They are hardly ad hoc, because they are under 
contract. 

Mr. Héserr. But they last just as long as an ad hoc committee. 

Mr. Gavin. In the event that Ramo-Wooldridge were called in on 
atechnical question, and the Air Force was in it, too, if the Air Force 
disagreed with Ramo-Wooldridge, whose decision would be respected 

Secretary Taytor. The Air Force would have the final decision. 

Mr. Gavin. Yes. But they are technical experts and they are sup- 
posed to be the last word, but if they disagreed with the Air Force the 
Air Force would still be the ones that would reach the decision 

Mr. Hézerr. That is correct. 

_ Mr. Gavin. Then you ought to have these technical experts over 
inthe Air Force. We wouldn’t need Ramo-Wooldridge. 

Mr. Hénerr. In other words, they are the specialist, the doctor in 
consultation, and the patient decides what is best for himself after 
consulting with the specialist. 

Mr. Gavin. That is right. If the patient is very, very sick, the 
doctor’s advice would be disregarded and the patient would furnish 
his own prescription. 

Mr. Hésert. That is right. 
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I will interrupt the questioning now. Because I understand yoy 
have the 14 cases that you sail to go into, General Davis? 

Mr. Courtney. One question before we leave this subject, if I may? 

Mr. Hésert. Allright. Go ahead. 

Mr. Courtney. General, could we clear up one question. There js 
testimony here on the part of two contractors who are in the ballistic 
missile field, that in arriving at decisions with respect to the perform- 
ance of their contract they met with the Ballistic Missiles ivision, 
one part of which is the STL, and the Air Force, and presumptively 
the contractor, and make their decisions as they go along. Now, the 
testimony is—and I would like it to be entirely correct on the record, 
and certainly from the Air Force point of view—that the decisions of 
these meetings became automatic change orders in the contract. Now, 
that is the testimony. I don’t know what the fact is. I would like 
to get it straight. 

eneral ANDERSON. I will have to look into it. 

Mr. Courtney. Yes. The subject is still open, General. 

General Anprerson. This is new to me and I will get you the infor- 
mation, Mr. Courtney. 

Mr. Courtney. Thank you very much, General. That was the 
question Thad. That is all, Mr. Chairman. 

(The information requested is as follows :) 
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JUNE 30, 1959, 
Subject: Weapons System Management. 


Hon. F, Epwarp HE£sert, 
Chairman, Subcommittee for Special Investigations, Committee on Armed 
Services, House of Representatives, Washington, D.C. 


1. On June 10, 1959, during the hearing before your Committee on Weapons 
System Management, Mr. Courtney raised a question with regard to the effect 
of the decisions made at meetings between prime contractors, the Space Tech- 
nology Laboratories, and the Air Force. Two industry representatives had 
previously testified that the decisions of these meetings became automatic 
change orders to the prime contracts. I have reviewed this matter and am offer- 
ing this letter of explanation for the record. 

2. The practices and procedures, which establish these technical direction 
meetings, are implementations of the technical direction clause that appears in 
the prime contracts. For your information I have extracted the clause and 
attached it hereto as exhibit A. 

3. As the Air Force testimony indicates, Space Technology Laboratories, Inc. 
(STL) is responsible for engineering evaluation and technical direction of the 
major Air Force ballistic missile contractors. As a part of this responsibility, 
STL participates in the technical direction meetings. The decisions reached 
at these meetings do not, however, become automatic change orders to the prime 
contractors. 

4. Technical direction by STL is not contractually binding until a missile 
contractor receives a document known as a technical directive. Internal Ballistic 
Missile Division, Ballistic Missile Center procedures require that before a 
technical directive is released to a contractor, written approval of the responsible 
Ballistic Missile Division project officer and Ballistic Missile Center contracting 
officer be evidenced on the face of the document. Signature of this document by 
the Air Force is not a rubber stamping action. In fact, the document is signed 
only after review by select Air Force management of all of the factors and 
considerations involved. Any action by the contractor prior to receipt of such a 
document as a result of STL direction would be at the contractor’s risk. Where 
no costs are involved as a result of such changes, no further action need be 
taken. Where costs are involved, a unilateral document signed by the Air 
Force coutracting officer, known as a contract change notification is issued. The 
contractor must, then, within a specified period, submit a cost proposal, and 
a negotiation to determine such costs as the Government will allow is subse 
quently held between the procurement contracting officer and the contractor. As 
a result of the negotiation a bilateral document known as a_ supplemental 
agreement is executed. 
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5. It is emphasized that all changes must be approved by both the Ballistic 
Missile Division project officer and the Ballistic Missile Center contracting officer 
prior to implementation by the contractor. 

S. E. ANDERSON, 
General, USAF, Commander. 


TECHNICAL DIRECTION 


A. The Ballistic Missile Division, ARDC—Ballistic Missiles Center, AMC have 
been established to provide the necessary management control over this contract 
and have contracted with the Space Technology Laboratories, Inc. (STL) for the 
services of a technical group which will, under the supervision of BMD, be 
responsible for both overall systems engineering and the technical direction of 
all development contractors engaged in the program. STL will effect modifica- 
tion, realinement, or redirection of the contractor’s technical efforts and pro- 
grams in accordance with this technical direction article, through direct contact 
with the contractor at times and places mutually agreeable to STL and the 
contractor. Every cooperation will be extended to STL in responding to invita- 
tions to meetings and to requests for technical information and research and 
development planning data on all matters pertaining to this contract. 

B. In all cases, technical direction generated by STL will be formalized by the 
issuance of a serially numbered ‘Technical Directive,” executed by authorized 
representatives of STL, the Ballistic Missile Division and the Ballistic Missiles 
Center, AMC, 

©. The Ballistic Missiles Center, AMC (LBG) signature block will, when appli- 
cable, cite a master serial number (MSN) as authorization for the issuance of a 
contract change notification (CCN). Whether a CCN is authorized or a sup- 
plemental agreement is required, the contractor will within 10 days complete his 
block on the technical directive form (block information will be submitted 
for each separate item) and forward one copy to each of the following: 

1. Program director, STL. 

2. Ballistic Missile Division (project officer). 

38. Ballistic Missiles Center LBG (contracting officer). 

4. The administrative contracting officer. 

D. When a master serial number is cited : 

1. Normal contract change procedures apply. 

2. The technical directive will be confirmed locally by issuance of a con- 
tract change notification (CCN). 

E. When a master serial number is not cited : 

1. Provided the technical directive will result in no change in scope, de- 
livery schedule, estimated cost, or other terms and conditions of the contract, 
the contractor will execute the acceptance block, the technical direction 
becomes effective, and will be acted upon immediately, 

2. If the contractor determines that any item of the technical directive 
will effect a change in scope, the delivery schedule, estimated cost, or other 
terms and conditions of this contract, the contractor will so indicate in the 
blocks provided or on continuation sheets and return as soon as possible 
(in no case later than 10 days from receipt), requesting contractual coverage. 


Mr. Héserr. Does any member of the committee desire to pursue 
this subject ¢ 

Mr. Courtney. The question is, what is the fact with respect to de- 
cisions of contractors who are in and under the direction or guidance 
of the Ballistic Missiles Division and the Space Technology _ Labora- 
tory which we now understand is the converted form “of Ramo- 
Wooldridge. 

The testimony was from two contractors that when decisions were 
to be made with respect to the performance of their contracts, that 
meetings occurred and the decisions of those meetings became auto- 
matic ch: ange orders in the contract. 

Now, I don’t know what the fact is. Iam trying to find out what it 
isfrom the Air Force point of view. 

General ANperson. Well, I will have to, as I say, get that answer 
for you. 

Mr. Courtney. Thank you, General. 


40113—59——_30 
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Mr. Chairman, before we leave this subject I think it appropriate 
in the record to supply the information which the Air Force has just 
submitted with respect to clauses in the contract dealing with subcon- 
tracts. This was under discussion yesterday. It was indicated that 
a very recent change had incorporated a standard clause in all con- 
tracts and subcontracts with respect to the authority and responsibil- 
ity of the contracting officer. 

The clause is as follows: “Issued July 15, 1958, according to this”»—_ 


Mr. Racustn. John, may I just point out that what you are reading 
from is the incentive-type clause. 

Mr. Courtney. The incentive-type clause; yes, sir. 

Mr. Racusry. And there is in that same package a group of clauses 
of price revision clauses, which were issued in April of this year. 

Mr. Courtney. Yes. 

Mr. Racustn. The clause you are going to read from appears in 
those latest clauses, too. 

Mr. Courtney. In the same form ? 

Mr. Racusrn. Yes, sir. 

Mr. Courtney. The clause is as follows: 

Paragraph 2. Each subcontract placed by the contractor hereunder, (i) 
shall provide that the Government may at all reasonable times make such 
examination or audit as the contracting officer may require of the subcon- 
tractor’s books, records, documents, and other evidence pertinent to the per- 
formance of the subcontract, and (ii) shall require each subcontractor whose 
subcontract is on other than a firm, fixed-price basis to insert the entire sub- 
stance of this paragraph, including this (ii) in all its subcontracts. The term 
“subcontract” as used in this subparagraph (2) only excludes firm, fixed-price 
subcontracts not in excess of $2,500 and subcontracts for utility services at rates 
established for uniform application to the general public. 

Now, this clause, then, is now standard and uniform in all—— 

Mr. Racusrn. Redeterminable 

Mr. Courtney. Price redeterminable and other fixed-price and 
fixed-price incentive-type contracts ? 

Mr. Racusrn. That is right. 

Mr. Courtney. As of now. 

Mr. Racustn. That is right, sir. 

Mr. Courtney. I have no further questions, Mr. Chairman. 

Mr. Hésertr. Any further questions on this phase? 

(No response. ) 

Mr. Hézerr. Then Colonel Medberry. 

Mr. Courtney. General Davis. 

Mr. Hésert. Oh, General Davis? 

General Anperson. Yes, sir. 

Our plan, Mr. Chairman, was to have General Davis and then 
Colonel Medberry. But if you wish to change it 

Mr. Hésert. No. 

General Anperson. All right. 

Mr. Courtney. General Davis has a prepared statement, Mr. Chair- 
man. 

Mr. Hésert. Is it in connection with these 14 firms, General? 

General Davis. No, sir. 

Mr. H&ézerr. Then we prefer to have the 14 firms cleaned up right 
now. 
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9 | Mr. Courtney. Would that be out of order-—— 

t Mr. Hésert. You remember yesterday we let it go until he could 
get his chart. 

t General AnpeRson. You are prepared, aren’t you? 


Colonel Mrpperry. Yes, sir. 
General Anverson. All right. 
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Colonel Meprerry. Mr. Chairman, this chart represents what the 
Air Force has done in attempting to reflect for the committee the 
t actions that we have taken with regard to the GAO cases and their 
reports with regard to recovering or adjusting the target prices in 
these contracts so that we would get back for the Government the 
moneys that they had indicated. 
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You will recall that based on the GAO reports that we have received, 
we have taken basically two actions. One is in the area of taking 
action to prevent the reoccurrence of this type of thing. The other 
is to recover or to adjust the target prices so that they reflect a savings 
on the items that the GAO has raised. 

I think that the conclusion that you can draw from the entire chart 
is that excluding the McDonnell case, which is out of our hands and 
is in the hands of the Department of Justice, that the total adjustments 
reflect savings to the Government greater than the estimated excess 
cost to the Government computed by the GAO in these 14 cases. 

Now I would like to go through that with you on the specific cases 
here from the chart: The A/cVonnell case has been excluded from 
this consideration because although we think we could get an adjust- 
ment in that instance—we have an indication that we could—we have 
been instructed not to do so. 

The GAO in that case indicated that the estimated excess of target 
cost was $5,198,000, which would represent a total excess cost to the 
Government of $1,506,000. 

In the Boeing case, the GAO indicated that there was an esti- 
mated excess cost of $5,023,000. The target reduction that we have 
effected with the Boeing Co. is $4,136,000, which is a difference be- 
tween the figure that the GAO presented of $887,000. In other words, 
the GAO indicated that we should get $5 million and some odd back. 
Weactually only got back $4,136,000 reduction 

Colonel Biarreav. Target adjustment. 

Colonel Mepserry. Target adjustment. Which would reflect itself, 
according to the GAO figure, in an excess cost, to the Government, of 
$1,398,000. Based on the target reduction that we actually obtained 
the recovery to the Air Force would be $1,158,000. 

Mr. Hess. What was the reason you were not able to get the full 
amount that the GAO recommended ¢ 

Colonel Mepserry. In this instance, Mr. Hess, the GAO did a 35 
percent sampling of this contract. 

You recall that this particular one [indicating] is an evaluation of 
spares. There are some 18,000 separate items that had to be priced. 

The GAO in their testimony indicated that they sampled these to 
the extent of 35 percent. 

We asked the Boeing Co. to go back and look at 100 percent of 
them. We actually, I think, have about a 90 percent sampling of 
them. We have been unsuccessful in getting the Boeing Co. to agree 
to a target reduction that was greater than the actual costs have turned 
out to be. That is at this date. We are not completely satisfied with 
this. We have finalized one of the two contracts involved but not the 
other. 

Mr. Gavin. You said a 35 percent sampling, and you insisted they 
give youa 100 percent sampling. 

Colonel Mepperry. Well, the GAO, Mr. Gavin, did a 35 percent 
sampling. 

Mr. Gavin. Yes. 

Colonel Mepserry. After all, we are pricing 18,000 separate items 
in these two contracts. We asked the Boeing Co. to go back and 
evaluate them all and give us a 100 percent review. 

Mr. Gavin. Yes. What attitude did the Boeing Co. take when 
you asked them to give you that evaluation ¢ 
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Colonel Mrpperry. They attempted to do that, sir, and I think it 
was about 99 percent complete. 

Mr. Gavin. Ninety percent? 

Colonel Meprerry. They attempted to do 100 percent. 

Mr. Gavin. Did they show a spirit of cooperation with you, upon 
your request ? 


“ Colonel Meprerry. Yes, sir; they did. We are doing this in the 


final pricing. They did cooperate with us, Of the two contracts, 
they are finally pricing one of them with us now. One of them has 
already been finally priced at a figure in excess of what the GAO 
indicated was an excess cost. 

Mr. Gavin. Then this contract hasn’t been completed yet? 

Colonel Mepperry. One of the two has not been finally priced, that 
isright, sir. 

Mr. Gavin. What do you think you will realize when it is com- 
plete from the GAO’s first estimate 4 

Colonel Mepperry. I am not sure that we will recover or get an 
adjustment which will reflect an overall reduction to us of more 
than the $1,158,000 figure because at this point in time the Boeing Co. 
says: “We have sampled substantially all of this and we will not give 
you more than the actual costs would indicate.” 

But, as I say, we are still reviewing this with the Boeing Co. 

Colonel Buarreav. It might be worthy of mentioning, also, in this 
case, that the adjustment effected so far includes an adjustment of 
some items which were not brought up by the GAO. So that the 
Boeing has presented other items as a result of their survey that 
were not included in the GAO report. 

Mr. Gavin. What was that contract on? 

Colonel Meprerry. Spare parts for the B-52 airplane. 

The next case is the Lockheed case. The GAO report indicated 
that there was an estimated excess cost in the target price of $4,111,000. 
We have effected a target reduction with the Lockheed Co. of 
$4,813,000, which compared to the GAO estimate means that we did 
$802,000 better in this adjustment than the GAO had indicated. 

Mr. Hésertr. Well, in the Lockheed instance, Lockheed quickly 
came forward to cooperate, as I understand it ? 

Colonel Meprerry. That is right, sir. 

General Anperson. Right. 

Mr. Hépertr. No controversy or no argument or no resistance at all. 

Colonel Meprerry. I wouldn’t say there was no resistance. We 
had a number of conferences with them to effect this. What we did 
with the Lockheed Co. is—we said: “We want you to go back and put 
yourself in the position that you were in at the time you came to the 
negotiating table. We want you to review your material costs as of 
that time, and we want you to give us the actual cost, those that you 
knew or those that you should have known at that time.” 

The contractor did that. We had several conferences thereafter, 
ind we arrived, after some little dispute, at this particular figure. 

The GAO indicated that there would be an excess cost to the Gov- 
émment in this case of $1,251,000. We actually recovered $1,376,000. 
lias Did you initiate the recommendation or did GAO ini- 
late it ? 

Colonel Meprerry. The GAO, of course, wrote the report and they 


_ gave the Lockheed Co. a copy of it. 
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Mr. Gavin. But it didn’t arise within the Air Force? 

Colonel Mepserry. Oh, no. 

Mr. Gavin. There was a discrepancy that you wanted 
Colonel Mepperry. That is right, Mr. Gavin. I am not in any wa 
attempting to take credit for these conclusions on the part of the Air 
Force. In other words, the General Accounting Office pointed these 

things up. 

What I am trying to do is show to you that we did move out to adjust 
these target prices, the specific prices that were referred to. 

Mr. Gavin. After they called it to your attention ? 

Colonel Mepserry. After they called it to our attention, so the tax- 
payer wouldn’t lose any money on it. 

Mr. Gavin. I might ask General Davis: Where were your screenin 
boards that we talked about, that they didn’t catch up with this before 
it got to the GAO? 

General Davis. Maybe you are referring to the Air Force auditors, 
which are not 

Mr. Gavtn. I don’t care who you referred it to. There was a dif- 
ferential there of a considerable sum of money. I think the Air Force 
should have detected it before it got around to the GAO. 

General Davis. I would like to answer that as an expert witness, Mr, 
Gavin. I am not an auditor, but I did discuss this subject with the 
Auditor General yesterday afternoon. He pointed out something that 
I think would be very interesting to the committee, that our auditors 
in the Air Force follow the same technique as the General Accounting 
Office. They coordinate how they do their auditing. I am told by 
this auditor that neither the General Accounting Office nor any na- 
tionally recognized firm of accountants audit 100 percent of all costs of 
a given job, but they selectively audit certain portions of it, and then 
they draw their conclusions on a sampling basis. 

So it is completely recognized—I mean it is recognized that it is 
completely feasible and to be expected that one group of auditors look- 
ing at a contract will miss one thing and it will be picked up by the next 
group of auditors, because of this selective type of audit they do. 

Mr. Gavin. Well, that is a pretty big item to overlook, don’t you 
think, around $5 million. Somebody somewhere along there ought to 
have caught up before it got over to the GAO; I mean in your Depart- 
ment. You say they follow the same technique as GAO follows, ex- 
cept they don’t cover the same category. But nevertheless that is a 
sizable sum of money, $5 million, that should have been picked up be- 
fore it got around toGAO. At least that is my thinking. 

Colonel Mreperrry. Well, Mr. Gavin, in this area you must remem- 
ber that the Air Force is pricing this contract at a time before the work 
is completed. We are doing our pricing in the main on estimates, 
before the work is done. 

The GAO has the benefit of having seen all of the figures on com- 
pletion of the contracts. This makes a substantial difference. 

Now, these areas that they have pointed up here were facts that 
could have been obtained prior to the time of the negotiation. And 
in this area we have admitted that by demanding additional infor 
mation and more carefully reviewing it we could have seen that there 
was some possibility of reduction in the material costs. 

Mr. Hésert. Colonel, as we understand it—let us clear that up there. 
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While the GAO audit is an after-the-fact audit, the criticism is 
based on the fact that the price, the target price, was arrived at on 
inaccurate figures known to the contractor and not discovered by the 
Air Force. 

Colonel Meppgerry. Yes, sir. 

Mr. Hésert. Which the Air Force should have discovered. 

Colonel Mepsrerry. A good percentage of the figures that we had 
at that time, however, Mr. Hébert, are estimates. In other words, 
the work had not been done. There are some instances in which a 
contractor has gone out in advance of the negotiation and placed 

urchase orders. Weshould have that knowledge. 

Mr. Héserr. Some of them. But in the main they are based on 
inaccurate figures known to the contractor and accepted by the Air 
Force. 

Now, it is either accurate or inaccurate. 

Colonel Buarrrav. In this particular case, that is true, sir. 

Mr. Hésert. That is correct. 

Colonel Biarreavu. These differences were large subcontracts, the 
estimates of which had been received from the subcontractors by 
Lockheed prior to the time of negotiation. 

Mr. Heperr. So the afteraudit of the GAO does not absolve the Air 
Force in any manner, shape, or form, for not having discovered 
inaccurate figures ? 

Colonel Buiarreav. In that sense, sir. However, I think it will 
be true on our current negotiations of these large contracts that we 
have by improving our procedures put ourselves in the position where 
we will be able to verify the figures on the larger subcontracts. 

Mr. Hézerr. Oh, there is absolutely no doubt in the world that it 
will be improved if these recommendations which General Anderson 
and Mr. Taylor pointed out yesterday are carried into effect. There 
is no doubt about that. But even before their arrival on the scene 
there were these grandiose propositions and statements of intent, 
which were fine and if carried out you would not find yourself in this 

osition. That is why I say—and I indicated yesterday the new 
iain team is in here. It is sweeping clean. But now whether it 
has its effect a year from now—then you will tell us whether they 
have done a job or not. We can’t tell whether they have done it or 
not. We have heard these protestations before. We have heard all 
these plans before. “The lowest cost to the taxpayer, the most 
economical.” God, you could just run the whole gamut of expressions. 

Mr. Gavin. Yes. I was well pleased when I came back from 
Wright-Patterson, until this came up. 

Mr. Hénerr. But you don’t carry them out. Now, I am not pre- 
judging this time. I have confidence in this team. I hope that they 
carry through. 

General Davis. Mr. Chairman, I would like to give you some heart- 
ening information I got from the Auditor General yesterday in my 
discussion. 

Mr. Héserr. Fine; we will be glad to hear it. 

General Davis. On this subject. 

It was discussed at quite some length yesterday about how much 
our auditors are getting into the price proposals in advance of the 
hegotiation, you will recall. We pointed out, I think, in the Secre- 
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tary’s statement, several months ago, that we had sent out some guid- 
ance to the field activities to start using the Air Force auditors more 
in this area of advance price proposals. 

He had just run a survey a few weeks ago to see what effect this 
had had. His people in the first 6 months after this policy enuncia- 
tion—their workload in this particular area, of auditing advanced 
price proposals, increased 400 percent. I think that is a very good 
indication that. we are improving in this area. 

Mr. Héserr. Oh, that is fine. I say if it is followed through. 

I am not being hypercritical entirely of the Air Force. I am just 
as critical of those of my colleagues who sit in the Congress with 
reports. A committee hears testimony and writes a beautiful report, 
with a lot of high sounding phrases in it, and forgets about it. But 
this committee in 8 years has not followed that pursuit. We have 
become very obnoxious and unpopular to a lot of people. But we 
follow through. That is the thing that I am trying to get over. This 
particular committee does not just write a report and forget about it 
We follow up. And, as I say, we have become very unpopular and 
we have become very obnoxious to people in doing it. But we con- 
sider it our responsibility. And the only way it is going to produce 
any real effectiveness, is by this followup system. 

I reemphasize that it is fine to have these plans, but even these 
overcharges would not have occurred if the other plans had been fol- 
lowed through without the supplementation that you now give. It 
is all in the followup job. A year from now we will find out just 
how effective it has been. 

General Davis. Mr. Hébert, in that connection I would like to again 
not leave the impression that we are going to attain perfection in 
this business. 

Mr. Hépert. We don’t expect you to attain perfection. 

General Davis. We are always going to have GAO reports. As 
long as GAO is in existence they are always going to be able to find 
discrepancies. This is built into the system. I think it is interesting— 
I don’t know whether the total figures are there, or not, but I looked 
at the GAO chart that we showed the committee last week, and the 
interesting thing is that the amount of money that the Government 
stood to lose, if we had not stepped in and just let it go down the drain, 
so to speak, as a percentage of the value of those contracts, was 1.1 
percent. Now, that really is not too bad, you see. That is 98.9 percent 
perfect in advance pricing. 

Mr. Héserr. It might not be too bad, but $30 million is too bad for 
me. 

General Davis. Well, I am not saying that as an excuse. But I am 
saying we are always striving for perfection. But we are never going 
to get there in this business. 

Mr. Hésert. I know it. But here is a proposition that we try to 
emphasize. Now, here I think General Anderson or Mr. Taylor used 
the word “these are selected contracts.” They are not selected con- 
tracts. They are spot checks. They are spot. The same procedure 
is used in the checking of Internal Revenue returns. And the GAO 
testified that only 1 percent of the total amount of contracts on this 
spot basis have been reviewed or can be reviewed because of the 
limitations of their personnel. 
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Now, they also testified—and I certainly want to clear the record 
up here—that these are not unusual cases. In this 1 percent they find 
that the exception is where they do not find the inaccurate figures 

resented. 

So logically, coming to a conclusion, if this is reflected in the 1 per- 
cent, we must of necessity come to the conclusion that if projected mto 
the other 99 percent you would find the same situation prevailing. If 
that be true then the Government has lost or stands to lose $3 billion. 

Colonel Mrepserry. Mr. Hébert 

General Davis. Mr. Chairman. 

Colonel Mepserry. May I address myself to that point of the 1 
percent for just a moment? 

Mr. Heéperr. Yes, certainly. 

Colonel Mepserry. I don’t want the committee to be confused on 
this 1 percent in any way. I think the best explanation 

Mr. Héserr. If we are not confused, it won’t be the rule, I will tell 

you. It will be the exception. 
” Colonel Mepperry. Yes, sir. The best explanation that we find in 
the testimony on the record so far of how this 1 percent is arrived at is 
on page 42 of the General Accounting Office’s report. And I would 
like to read that, if I may. 

It says: 








In selecting the contracts and subcontracts to be examined we gave primary 
consideration to those involving the greatest amounts of Government funds. 
Where our reviews indicated the possibility that contract or subcontract prices 
or portions thereof were not fair and reasonable we concentrated further at- 
tention in order to ascertain whether deficiencies actually existed and, if so, to 
determine the causes of the deficiencies. While this approach does not result 
in overall evaluation of procurement programs or contractors’ activities, we 
believe that it does furnish us with an effective means of disclosing for corrective 
action by the interested parties significant weaknesses in procurement practices. 


Now, it is my understanding—and I think maybe the committee 
would want to go into this further with the General Accounting Office. 
But it is my understanding that their practice, when they go into a 
contractor’s plant—and, in fact, in many of our large contractors’ 
plants they are in residence. At the Boeing, Seattle plant, for example, 
they have 15 people I believe in permanent residence. They look at 
all of the contracts that the Boeing Co. has. They select, for exam- 
ination, those which have the possibility of some deficiency in them. 
And this is what I would do, too. You are going to look at the bad 
ones. 

In effect. it means by looking at the 1 percent of the cases, for all 
practical purposes they are looking at a great portion, a substantial 
portion of our procurement dollar. In 20 percent of the contracts 
we have approximately 80 percent of the procurement dollars. 

I looked over last night the GAO report for last year, and T see 
they looked over some 75 contractors. I assume they went into those 
contractors’ plants, looked at all of the contracts they held, and picked 
the ones which would point out where corrective action was necessary. 
So effectively, Mr. Hébert, I believe they are doing far more than 


1 percent. They are reaching a very large percentage of our 
procurement. 
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Mr. Hépert. Well, they elaborated on that statement in here, in 
testimony. 

Now, you say there are 15 GAO auditors in the Boeing plant. How 
many Air Force auditors in the Boeing plant ? 

Colonel Mepperry. We have 18 as of June 1, 1959. 

Mr. Héserr. By that same reasoning, why wouldn’t the Air Force 
auditors pick up these things ? 

Colonel Mepperry. I think, Mr. Hébert, the answer to that is that 
the Air Force auditors are utilizing their time and their talent in doing 
the current business, rather than looking back over what has been 
done in the past. 

We are loaded to the greatest possible extent in doing our present 
job. 

We appreciate the GAO coming in and performing after the fact 
audits. And we use their reports as a management tool to improve and 
increase our efforts. 

Mr. Hévert. Mr. Winstead. 

Mr. Wrnsteap. Mr. Chairman. Over a period of years—you deal 
with several companies here—do you find some of them come up with 
excess cost continuously, year after year, in contract after contract, 
more so than the others, or do they run pretty well in proportion? 

Colonel Meprerry. I don’t know that I can answer that fairly with- 
out looking at some statistics on it. But I would say, my offhand 
reaction is that they are going to come out about the same. 

Mr. Wrnsteap. About the same. In other words, if you found one 
continuously coming up certainly you would put your auditors on 
that before you signed a new contract, and not permit the same crowd 
to come up year after year and contract after contract with excessive 
costs like that. 

Colonel Meprerry. Yes, sir. 

Mr. Wrwsreap. You wouldn’t wait for the GAO? 

Colonel Mrepprerry. No, sir. 

Mr. Hépert. All right, let us proceed with the chart. 

Mr. Gavryx. A question, Mr. Chairman. How much of a backlog 
does Boeing have on the books at the present time in business? Give 
me an approximate estimate. 

General Davis. I would say around a billion dollars. 

Mr. Gavin. A billion dollars is a lot of money. 

Colonel Mrepperry. Yes, sir. 

Mr. Gavin. Then what is the matter with this Ballistic Missiles 
Division, where you put on 203 additional auditors out there? And 
you take another 15 out of there to examine what is going on? 

A million dollars is a thousand thousand, and a billion dollars is 
a thousand million. So they have a thousand million dollars worth 
of business. 

I think it would be a good investment for the Government to put 
a few additional auditors out there to check up on what is going on. 
What do you think, General? 

General Anperson. Well, I would like to point out, again, sir, that 
these 203 additional auditors are not to be associated with the Bal- 
listic Missiles Division. They are Air Force-wide. 

Mr. Gavin. Well, then, get another division started. You started 
this division. It is quite evident, when one corporation has 1,000 
million dollars worth of business, that you better have another division 
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of auditors started to check and recheck and double check to find out 
what it is all about. 

General Anperson. My only observation is that we have manpower 
ceilings, and we got these 

Mr. Gavin. That is up to the Air Force, to sell the Appropriations 
Committee on the fact they need more money. I think if they under- 
stood we are running into thousands of millions of dollars worth of 
business, that you might get your staff increased to permit you to 
check and recheck on these items. 

General Anperson. Yes, sir. I wouldn’t argue that point at all. 
[ just make the observation that we didn’t get additional manpower 
spaces for these 203. We had to reprogram them. They come out 
of some other activity. 

Mr. H&ésert. Suppose you continue with the chart. 

Colonel Mepperry. Yes, sir. 

The General Precision Laboratory report. The General Account- 
ing Office estimated excess costs of approximately $500,000. We feel 
that there will be a target reduction of approximately $450,000. This 
would mean $50,000 less than the GAO had indicated. They indi- 
cated a total excess cost to the Government of $150.000. 

We have recovered to date $15,000. 

Now, I have marked this one especially, because we have only done 
this job partially. We have recovered $15,000 on one contract. On 
the other contract we are negotiating with them this week or next—I 
believe it is on the 15th, to be exact. We think that this figure will 
be $135,000. I have reflected the total over here. I did not want to 
take credit for the total recovery, in this column. So I have only 
indicated the $15,000. 

As a total for the fixed-price incentive-type contract, the GAO has 
estimated excess cost of $14,827,000. 

General Davis. Target. 

Colonel Mepperry. Target. 

We have had a target reduction of $9,499,000, a difference of 
$135,000. 

The GAO estimated total excess cost to the Government of $4,305,000. 
Excluding the M/cDonnell case, this would be $2,799,000. We have 
recovered on these cases $2,549,000. 

Going to the fixed-price cases. In the Cessna case, the GAO esti- 
mated target excess costs is $243,000. We were able to reduce that 
entire amount. 

This was the subcontract. We have effected a reduction of the 
prime contractor’s target cost and consequently his fee—the GAO had 
estimated excess costs of $68,000. We have recovered that $68,000. 

Going to the Rheem case, the GAO estimated $178,000 excess of 
cost. We have not been successful in obtaining a reduction with the 
Rheem Co. Consequently, we show that we have recovered nothing, 
and that there has been no target reduction. 

In the Friden case, the General Accounting Office estimated 
Mr. Gavin. Before we go on. Back to Rheem. What is their at- 
titude in cooperating with you now, in determining this $178,000? 

Colonel Biarreav. Rheem is a subcontractor. 

Colonel Meprerry. Yes, sir; Rheem is a subcontractor, Mr. Gavin. 
So we have not been dealing directly with them on this case. 
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We have another case with them which is now in the hands of the 
Department of Justice. 

Mr. Héserr. Rheem is also in the Department of Justice? 

Colonel Mepperry. Yes, sir. 

Mr. Gavin. Who is the prime contractor on this Rheem case? 

Colonel Mepsurry. North American Aviation. 

Mr. Racusin. In the Rheem case we are involved in a sub-subcon- 
tractor. That is Reinhold Plastics is a subcontractor to Rheem who, 
in turn, is a subcontractor to North American. I just wanted to make 
that per fectly clear. 

Mr. Gavin. What is it? Reinhold Plastics? 

Mr. Racustn. Reinhold Plastics Engineering Co. 

Mr. Gavin. Is a subcontractor to Rheem and Rheem is a subcon- 
tractor to North American? 

Mr. Racustn. Yes, sir. 

Mr. Gavin. Between the three of them are we getting anywhere at 
all on this, or what 

Mr. Racusty. As Colonel Medberry has pointed out, they have 
reached an impasse here and we have been unable apparently to ef- 
fect any reduction with respect to that Reinhold sub-subcontract. 

Colonel Blatteau. These are fixed-price contracts which have al- 
ready been completed. In the prior cases, they are incentive contracts 
which had not yet been finally repriced. 

Mr. Héverr. We understand. 

All right, Colonel. 

Colonel Mepgerry. In the Friden case, the General Accounting Of- 
fice indicated an excess of $446,000. We had a target reduction of 
ae 000, leaving a difference of zero from the General Accounting 

ce 
The on neral Accounting Office estimated an excess total cost to the 
Government of $446,000. “W e recovered actually $574,000. 

Actually, I don’t know why the General Accounting Office included 
this one. Because this was a redeterminable-type contract, in which 
we would have recovered the money probably anyway. 

I think the reason that they included it, on second thought, is that 
we had executed two fixed-price contracts, "and it was at their sugges- 
tion that we made it a fixed-price, renegotiable type. But this par- 
ticular figure we probably would have recovered. Ti was taken from 
our redetermination of the price. 

Mr. Gavin. What they say here in their report is this: 

We believe that further savings might have been realized if the Air Force 
contracting officials had given adequate consideration to available cost data 
in redetermining the price of this contract and had also exercised their option 
to request a second price redetermination. 

Colonel Biatreav. That statement, sir, is made in view of the fact 
that they have made their audit after completion and have found a 
larger profit than would normally be expected on that contract. Had 
there been a lesser profit it probably wouldn’t even be before this 
committee. 

Mr. Gavin. They say that, that is right. But nevertheless they say 
that if you had looked in and realized you might have gotten into it 
and it wouldn’t have gotten around to GAO. 
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Colonel Buarrrav. Sir, they say they should have given adequate 
consideration. Adequate is a matter of opinion and judgment. We 
did give consideration to their costs in that negotiation. 

Mr. Gavin. I don’t know how much consideration you have given. 
They come up—what is it, $446,000? 

Colonel Merpperry. We actually recovered in this instance, Mr. 
Gavin, $574,000. 

Mr. Gavin. After you got into it. 

Colonel Mepperry. Yes, sir. 

Mr. Gavin. But it took the GAO to get you into it. After you got 
into it you recovered more than you anticipated. That is all right. 

Mr. Hépsert. The next case. 

Colonel Mepperry. The Avco case, if you will recall from the previ- 
ous testimony, was an auditing error. The error amounted to $1,134,- 
000. The contractor immediately acceded to adjusting his contract, 
and that entire amount was taken out. 

Mr. Hésertr. Again in the Aveo case, it is still my understanding 
that Avco discovered the error and brought it to attention. 

Colonel Mepserry. That Avco discovered the error? 

Mr. Héperr. Yes, in their own auditing system. 

Colonel Mepperry. And brought it to the attention—— 

Mr. Hépert. To the General Accounting Office. 

Colonel Mepserry. That is not my understanding, Mr. Hébert. I 
think the first we knew of it was when the General Accounting Office 
brought it to our attention. 

Mr. Héserr. In other words, as I understand, Avco discovered their 
own auditing error ? 

Colonel Mepserry. No, sir. 

Mr. Hess. No. 

Mr. Gavin. Here is what they say, Mr. Chairman. 

Mr. Chairman, here is what they say : 

We brought this matter to the attention of the representatives of the con- 
tractor who acknowledged that errors had been made in recording contract 
prices and refunded $1,133,500 to the Air Force. We are also informed by the 
contractor and the Air Force that action had been taken to prevent in the future 
errors of the type disclosed by our reveiw of this contract. 

Mr. Hépert. I recognize that, Mr. Gavin. The only reason I asked 
the question was because the information had been given to me that 
the Avco discovered the error, themselves. I just wanted the record 
to reflect exactly what the facts were. 

As I recall it, General Accounting Office read into the record a 
letter the other day from Aveo. 

Mr. Hess. Yes. 

Mr. Héserr. I just wanted to keep it straight. I mean I am not 
disputing what they say, but I just want to be sure for the record. 

Mr. Hess. Am I correct, Colonel, that in this Avco case certain parts 
were charged to one contract rather than another contract ? 

Colonel Mepperry. That is correct, sir. 

Mr. Hess. Don’t you feel that in the final settlement in this case 
that the error would have been discovered anyway ? 

Colonel Buarrrav. Sir, it is hard to tell. Because in this case there 
was evidently a misquoting of the parts or part numbers in their ac- 
counting system, which cumulatively developed an error. 
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Mr. Hess. Shouldn’t that error have been discovered by the Air 
Force’s auditor on the job? 

Colonel Biarreav. Well, sir, as General Davis previously explained, 
the auditor can only test check against the contractor’s accounting sys- 
tem. So he can’t possibly check all of the elements of information 
which are developed in costing the contracts. He makes a selective 
check and a spot check. In this case the error was not discovered 
by the Government auditor. 

Mr. Gavin. When he is checking over and he finds there is some 
material in that particular contract that he doesn’t believe belongs in 
it and belongs in another contract, wouldn’t he recognize that? 

Colonel Biarreav. He would if he came across that situation. If 
he came across that situation he would recognize it and he would extend 
his review of the material cost. However, if in test checking he did 
not come across any accounting errors, then he would be satisfied if he 
had made a reasonable check 

Mr. Gavin. This wasn’t an accounting error. It was a misapplica- 
tion, wasn’t it? 

Colonel Buarreav. Sir, I understand it was a miscoding of material 
parts, components, in this case. 

Mr. Courtney. Miscoding. 

Colonel Biarreavu. That is my understanding, sir. 

Mr. Héserr. Avco freely admitted its auditing error and returned 
the money. The next one, please. 

Colonel Mepserry. In the Avtron and A-C Spark Plug cases, in 
which the GAO did not make an estimate of excess costs, we received 
voluntarily refunds of $52,000 and $750,000, respectively. 

In the Goodyear case, General Accounting Office estimated an excess 
of target cost, of $209,000. We adjusted $164,000, not doing as well 
by the GAO estimate by $44,000, reflecting $165,000 recovery or saving 
to the Government. 

In total, the General Accounting Office estimated excess cost of 
$17,000 

Mr. Gavin. Wait a minute. Get back to that Spark Plug case. 

Colonel Mepperry. Yes, sir. 

Mr. Gavin. They say here— 











Consequently, contract prices for 1,931 kits were unreasonably high. In per- 
forming the contract the contractor incurred costs of $975,000 less than the 
amount contemplated in the price negotiation. After we brought our findings to 
the attention of the officials in the Air Force and the contractor, the subcontractor 
voluntarily refunded $750,000 to the Air Force. 

Why the auditor didn’t catch up with that I can’t understand. Why 
wouldn’t the Air Force auditor catch up with that one? 

Colonel Biarreav. Sir, in that particular case, on that initial pro- 
curement, there was competition between several suppliers, and on 
the basis of the competitive proposals received it was considered at 


that time that this represented what would probably be a reasonable 


price for this contract. 
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Mr. Gavin. Well, I don’t know. 

Mr. Hésert. All right, next one. 

Mr. Gavin. What was the last one there ? 

Mr. Hess. That is the last one. 

Mr. Héserr. That is the last one. 

Colonel Mrepserry. I want to call the committee's attention to this. 
There are three cases I have not listed here. They are—— 

Mr. Courrnry. Menasco, Firestone, and Lambert. 

Colonel Mrpperry. Menasco, Firestone, and Lambert. The only 
reason that I have not included them is because had I put them or 
listed them here there would have been nothing on the charts. GAO 
did not estimate excess costs on them. These two blue columns are 
taken directly from the GAO charts, and there just would not have 
been any entry to this particular sheet. We didn’t recover anything 
back from them. 

The General Accounting Office didn’t indicate the excess costs that 
were in these two columns. 

Mr. Gavin. Mr. Chairman, can I go back again? I think we ought 
to get an explanation of some of this stuff. 

Now, getting back to Goodyear Aircraft Corp.: 

The prices of the canopy assemblies included about $325,000 to cover the 
estimated cost of certain purchased parts, although actual cost information 
known to both Goodyear and the prime contractor showed that Goodyear’s 
actual cost to purchase these parts would be substantially lower. After we 
brought this finding to the attention of the responsible officials, a price reduc- 
tion of $164,820 in the price of canopy assemblies was negotiated. The prices 
of windshield assemblies were based on estimated costs of $767,650, which were 
$44,000 higher than known costs. These items were priced on a basis of cost 
estimates, although the work had been completed at the time of the nego- 
tiation and actual cost of performance were available. No adjustment was made 
in the price of the individual assemblies since the terms of the price re- 
determinable contracts did not require consideration of the actual cost infor- 
nation which became known after the cutoff point stipulated in the contract. 

Now, the question is: The prices of the windshield assemblies were 
based on estimated costs which were $44,000 higher than known costs. 
Wouldn’t your auditor then say, if they recognized that these costs 
were $44,000, this item was $44,000 higher, wouldn’t he sit back and say 
“Well, we better check into that and see” ¢ 

Colonel Mepserry. Mr. Gavin, I want to point out again that these 
are subcontracts to various of our big prime contractors. So the 
Air Force auditors might not review those particular contracts at the 
time of that negotiation. 

Mr. Gavin. Well, we come back, again, to the weapons system tech- 
nique, and which I understood that the prime contractor was going 
tobe responsible for the job. And it is now quite evident, Mr. Chair- 
man, that the prime contractor is not responsible for the job or 
what is done by the subcontractors. At least that is the way I would 
conclude from what testimony I have listened to. 

Mr. Hénerr. Does that complete it ? 
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Colonel Mepperry. Yes, sir. 

The final conclusion I might reach quickly here. The Genera] 
Accounting Office indicated that there were excess costs of $6,340,000 
less the McDonnell case, which we are not considering here. That 
would be $4,834,000. We have recoveries of $5,292,000. 

Mr. Hépert. So you are current with your recovery program? 

Colonel Mepperry. Yes, sir. In fact, we are a little ahead of it, 

Mr. Hésert. Thank you very much, Colonel. 

Colonel Mepserry. There is one other thing, Mr. Chairman, that I 
wanted to point up. It was a point that you made yesterday in the 
course of discussion. That is the time phasing of these contracts, 

We have here a chart which shows the years 1954, 1955, 1956, and u 
through 1959. We have indicated by a red X in each case the quarter 
in which the negotiation was done. We have indicated by a green 
checkmark the date at which the General Accounting Office gave us 
a draft report and by a circle the date which the General Accounting 
Office gave its report to the Congress. 

The shaded area, starting in the second quarter of 1958, through 
1959, is the area or the time period within which we took the corrective 
action that we have indicated to you today. 

The years 1954, 1955, 1956, and 1957 are the periods during which 
these contracts were negotiated. 

All that I intend to show by this chart is the fact that these contracts 
were negotiated, and the action was taken prior to the time that we 
had made the corrections that we have indicated to you. 

Mr. Hépert. Colonel, you can reduce that chart to a picture that 
we can include in the record at this point ? 

Colonel Mepperry. Yes, sir. 

Mr. Héserrt. So it will show in the testimony and the chart what it 
reflects ? 

Colonel Mepserry. Yes, sir. 
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Mr. Hésert. Thank you very much. 

General Davis. Mr. Chairman, may I make one comment on this 
before you leave the subject ? 

Mr. Heésert. Yes, sir. 

General Davis. You mentioned the figure of $30 million a moment 
ago. I had hoped that Colonel Medberry’s chart would point up that 
the estimated excess costs to the Government that GAO made were 
actually only $6.3 million rather than the $30 million. 

The $30 million figure I assume here is the discrepancies they have 
estimated in the target costs. Of course, once the completion of these 
kinds of contracts comes about, the sharing arrangement recovers 
some portion of that— anywhere from 70 to 95 percent, automatically, 

I think the record should show that although 

Mr. Héserr. I think the record should be clear on that, General. 
And I rely on counsel. I will ask Mr. Courtney to explain the $30 
million. 

Mr. Courtney. Mr. Chairman, the $30 million is the total errors 
in pricing that occurred; $17 million of it I believe in the cost price 
incentive contracts. And as the general has pointed out, the actual 
out of pocket could only have been 

General Davis. $6.3 million. 

Mr. Courtney. Something like $6 million. 

General ANpeErson. $6.34 million. 

Mr. Courtney. Now, in the other cases, that is the seven or eight 
other cases, on fixed-price contracts, the errors there are due to the 
fact that the actual costs were either not considered, discovered, or 
negotiated, and a profit was added on these contracts in the course of 
negotiating a price which priced these articles some 30 percent over 
cost. This results in the figure of $13 million. 

Now, some part of that $13 million would be an acceptable profit— 
something, of course, less than 30 percent, which is considered high, 
I think. 

General Davis. I agree. 

Mr. Héserr. All right, now that we have explained that on both 
sides. 

General Davis. Yes, sir. 

Mr. Hésert. Mr. Courtney, will you read into the record the letter 
directed to McDonnell ? 

Mr. Courtney. This letter dated June 4, 1959, addressed to McDon- 
nell Aircraft Corp. in St. Louis. Sent by certified mail, No. 18218. 

Deak Sir: In an appearance before the subcommittee today, the Comptroller 
General of the United States discussed the contents of its report of May 21, 1959, 
Comptroller General’s No. B-132936 and, as you are aware, the subcommittee 
has had transmitted to it a report of the Comptroller General on Navy 
contract NOas 53-204. 

Since the information presented to the subcommittee indicates that you are 
familiar with these reports and their contents, the subcommittee would be 
pleased to be advised as to whether you desire to be heard on the subject. 

Will you kindly advise me at the earliest practicable date what your wishes 


are on the matter? 
Sincerely yours. 
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No answer has been received, Mr. Chairman. 

Mr. Racustn. Mr. Hébert. 

Mr. Hésert. Yes. 

Mr. Racustn. May I just point out that yesterday Mr. Hess asked 
about the answer to a letter that the GAO had sent to the Department 
of Defense on June 5, 1958, apparently having remained unanswered. 

Our check indicated that a letter dated February 17 of this year 
had gone back to them. In speaking with Mr. Hammond of the GAO 
yesterday afternoon, he indicated to us that he was going to inform 
your committee that they had been in error on that. 

Mr. Courtney. The committee has been so informed, and the letter 
is here, and it will be interpolated in the record, indicating that you 
responded on February 

Mr. Racusrn. Seventeenth. 

Mr. Courtney. Seventeenth. 

Mr. Hésert. And indicating that the GAO can also be in error. 

Mr. Racustn. Yes. 

Colonel Buarreau. Thank you, Mr. Hébert. 

Mr. Hésert. Now, General Anderson 

Mr. Gavin. It is a good thing it is a letter and not $30 million. 

Mr. Courtney. Mr. Chairman, may the record—may the letter of 
the Comptroller General be inserted in the record at this point cover- 
ing this subject ? 

{r. Héserr. It will be inserted. 
(The documents referred to are as follows :) 








COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, June 10, 1959. 
B-132942 
Hon. F. E>wArp H&sBERT, 
Chairman Subcommittee for Special Investigations, 
Committee on Armed Services, 
House of Representatives. 


Deak Mr. CHAIRMAN: We indicated during our appearance on June 5, 1959, 
before your subcommittee, that we had not received a reply from the Department 
of Defense on the following recommendations in our report on the audit of 
Lambert Engineering Co. 

“1. That the Department of Defense consider the feasibility of (@) determining 
the total known requirements for sole source items and (0) furnishing this 
information to interested officials of the contracting agencies, prime contractors, 
and suppliers for use in planning production, estimating costs, and evaluating 
proposed prices. 

“2. That the Department of Defense give consideration to the merits of 
assigning to a single military department the responsibility for coordinating 
procurement of each such item under a master contract with the supplier, with 
prime contractors purchasing and obtaining delivery of these items at prices and 
under terms of a master contract.” 

This is to advise that a reply dated February 17, 1959, was received from the 
Department of Defense on these recommendations. A copy of the letter of 
February 17 is attached. 

The Department of Defense stated in their reply that while they considered 
these recommendations impractical they will continue to seek solutions to these 
and other pricing problems while adhering to the basic concept of holding the 
prime contractor responsible for the management of his contract. 


We propose to give this matter further consideration in our audits of negoti- 
ated contracts. 


Sincerely yours, 


FRANK H. WEITZEL, 
Assistant Comptroller General of the United States. 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE, 
Washington, D.C., February 17, 1959, 


Deak Mk. COMPTROLLER GENERAL: Your report No. B-132942, dated June 5, 1958 
expresses concern with respect to the problem of subcontract pricing. The report 
is an outgrowth of your audit of the pricing of photo-flash cartridge ejectors to 
prime airframe contractors of the Navy and Air Force. 

We have been concerned also with price assurance of the prime contract when 
a significant portion of the production is subcontracted. As you know, we look 
to prime contractors for the management of his contractual mission. In ogp 
opinion, management involves such questions as “make or buy” decisions, and 
the purchasing of the necessary supplies and components from others. Because 
of the importance of subcontract pricing to the pricing of the prime contract, 
however, a provision is also made in Department of Defense pricing policy for 
“approval of subcontracts” as may be found necessary in procurements other 
than on a firm fixed-price basis. 

Because of our concern with those problems, we are undertaking a full re. 
evaluation of our pricing practices in both “make and buy” and in subcontracting, 
with the objective in mind of assuring reasonable pricing levels, without in- 
fringing upon the prime contractor’s management responsibility. We are cop- 
sidering your report, among others which you have issued on this subject, as we 
proceed with our study. This action will cause consideration of your recom. 
mendations with respect to the obtention of “adequate cost information” and the 
requirement that prime contractors use “price adjustment” provisions in the 
subcontracts. 

Purchasing from “sole sources” presents a difficult procurement problem for 
any purchasing officer, governmental or industrial. In dealing with this problem 
at the subcontractor level in the report, your staff suggests two approaches: 

(a) Provide sole source subcontracts with total known requirements for use 
in planning production, estimating costs, and evaluating proposed prices, and 

(b) Use of a master contract with the sole source subcontractor with prime 
contractors purchasing and obtaining delivery of these items at prices and under 
terms of a master contract. 

During World War II and the Korean incident, both techniques have been 
utilized to an extremely limited degree for the purpose of assuring production 
of highly critical components. This was done on the basis that this critical pro- 
duction would not have been accomplished but for the use of extraordinary 
measures. With the cutbacks which followed, we found it necessary to dis- 
continue the organizations established therefor for the reason that the expense 
of maintaining them was out of proportion to the peacetime problem. 

Our independent staff analysis of the staff proposals has led to the conclusion 
similarly that the extent and the nature of the sole source component problem is 
such as to suggest the impracticality of the two proposals. 


Thank you for bringing the staff recommendations respecting this very difficult 


problem to our attention. While we consider these recommendations impracti- 
cable, we will continue ot seek solutions to these and to other pricing problems 
while adhering to the basic concept of holding the prime contractor responsible | 
for the management of his contract, in accordance with the terms of the contract. 
Sincerely yours, 
G. C. BANNERMAN, 
Director for Procurement Policy. 

Mr. Héperr. General Anderson, there is one area I want to discuss | 
with you before leaving you, because the committee doesn’t desire to 
detain you any longer than you wish to remain after this, because we 
realize you have some important work to be doing out in Dayton. 

General Anperson. Yes, sir. 

Mr. Hénerr. After today, of course, you are excused, if you desire 
to be. Because we do not wish to detain you. 

General Anperson. Thank you, sir. 

Mr. Hézerr. However, I want to ask you one thing which 1s very 
important. Since resuming command of AMC, have you been dis 
turbed at all by leaks to contractors in the conduct of the busines 
of the Air Force? 
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General ANpERson. Not since I have assumed command of Air Ma- 
teriel Command; no, sir. 

Mr. Héperr. Well, before that were you disturbed ? 

General ANpeRson. Yes, but I would like to make this clear. It 
was not information which would benefit a contractor. 

The leaks that occurred, in one instance had to do with the Dynasoar 

rocurement. What occurred was that the winning contractor found 
out that he had won prior to an announcement being made by the Sec- 
retary of the Air Force, which was very embarrassing to the members 
of the Source Selection Board because the Secretary of the Air Force 
wishes to inform interested Congressmen of the results of these com- 
petitions before he makes a public announcement. 

Now, another one occurred 

Mr. Héserr. You mean the leak occurred even before the Members 





| of Congress got the leak ? 


Mr. Courtney. This is bad. 

General ANpeRson. Another one that occurred had to do with the 
B-70 source selection. It was an identical type. If I recall it, the 
Secretary of the Air Force planned to make an announcement of the 
winner on January 2. The day before Christmas the local radio, up 
i 

General Davis. Seattle. 

General Anperson. Up in Seattle, Wash., announced that Boeing 
had lost to North American and there was great gloom around Seattle 
at Christmas time. 

They are not of benefit to the contractor, that kind of leak. 

Mr. Courtney. It might be of benefit to speculators. 

General ANpERSON. But it was embarrassing as to the members of 
the Source Selection Board who have made recommendations to the 
Secretary, and who are supposed to keep these things absolutely quiet. 

Mr. Hesert. Then the leak could have occurred beyond the Air 
Materiel Command. They could have occurred in the Pentagon? 

Mr. Hérerr. Because the Pentagon 

General Anperson. We don’t know. In the case of the Dynasoar, 
we made a very extensive OSI investigation, Mr. Chairman. But 
we didn’t make it primarily for the purpose of trying to find out the 
culprit. We made it for the purpose of finding out how we could 
strengthen our security system. That was the primary purpose. 

Mr. Hénert. I think it is very important. That is the reason I asked 
you the question. Because I think in this whole area, in fact 1n the 
entire picture of the procurement system, the committee, itself, is con- 
erned concerning advance knowledge which contractors have of mat- 
ters up for decision. 

Now, I recognize it is a very perplexing and vexing problem, but 
the knowledge that somebody—not necessarily your shop, but in the 
thop of defense, is leaking this information to contractors. Some 
matters have come before the committee whereby contractors—there 
has been every indication that contractors have had advance notice. 

Now, have you found any leakage in the area of contemplated 
procurement ? 

General ANpEerson. No,sir. Ihave seen no evidence of that at all. 

Mr. Héperr. You have seen no evidence of that at all ? 

General Anprrson. No, sir. 
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Mr. Heserr. Mr. Taylor, of course you haven’t been there lon 
enough I think to get that information or to be exposed to it, that 
you would recognize it. 

Also it has been suggested to the committee that in the areas of 
acquisition of stocks in these various companies, that advance infor. 
mation has gone out prior to a company being awarded a contract, and 
perhaps between the second and third tee, or fourth or fifth highball, 
the information has been handed out that this would be a onal stock 
to buy and, naturally, in anticipation of a very lush contract. And 
that is of great concern. 

General Davis. Mr. Chairman, may I comment on that just briefly? 

Mr. Héperr. Yes. 

General Davis. You spoke as though you are referring to procure- 
ments in general. I would like to clear up this point. 

Mr. Heserr. Yes. 

General Davis. We maintain no security on our contemplated pro- 
curements as a general rule. As a matter of fact, we are required, as 
you know, to let it be publicly known what we anticipate buying. 

Mr. Hésert. Yes. 

General Davis. You see ? 

Mr. Héperr. I know the contemplated procurement. But then be- 
tween the time of the contemplated procurement and the actual award- 
ing of the contract to firm A, B, or C, the knowledge that A, B, 
or C will receive that contract would obviously increase the position of 
the company. 

General Davis. This is a very similar case to the one that General 
Anderson was just discussing. The source selection type of a thing; 
yes, sir. 

Mr. Héserr. That is correct. So naturally if I knew that company 
A was going to get a contract which would boom its stock, or be a big 
contract, it will be to the advantage of the person receiving such infor- 
mation to purchase that stock. This is a very complicated area, I 
know, but it is one I think which deserves the recognition of the com- 
mittee and also the attention of the Department. 

Those are the only two instances, General, that you can recall? 

General Anperson. Yes, sir. They are the only two I recall. 

Mr. Hévert. Nothing beyond that? 

General Anperson. No, sir. 

Mr. Héverr. Now, General Davis, you had a statement. 

Mr. Courtney. General Davis has a prepared statement. 

Mr. Héserr. All right, General. 

General Davis. Mr. Chairman and members of the committee, you 
have recently heard some of the major weapon system contractors in 
the country define and explain their methods of weapon system 
management. We would like to present to you our interpretation of 
weapon system management, how it came into being and how it is being 
utilized. 

The Air Force implements its weapon system concept through 
weapon system management. In order that a better understanding of 
its intent may be gained, a little discussion of the historic background 
of the weapon system concept would seem to be appropriate. ‘There 1s 
actually nothing new or mysterious about the concept. It did not 
spring into being overnight, but rather, it evolved slowly as a logical 
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method of meeting the requirements of three powerful factors recog- 
nized by the Air Force at the end of World War II. 

The first factor was the trend toward specialization due to rapid 
technological advances. It became quite apparent that the complex 
equipment required for a modern Air Force would require such a high 
degree of scientific and technical skill and so much specialized train- 
ing, tools, resources, facilities, and so forth, that the Air Force, by 
itself, would not have the manpower or skill required to do the total 
job, but would of necessity have to look to industry for greater tech- 
nical support. 

The second factor was the need to closely harmonize the develop- 
ment and production effort. During World War II the airplane 
manufacturer designed and built only the airframe on which he in- 
stalled the equipments furnished by the Government. This resulted 
in considerable incompatibility of systems and subsystems, leading to 
impaired performance, operational delays and reduced combat effec- 
tiveness. It was obvious that a method had to be devised wherein 
all elements of a particular weapon could be developed and produced 
as one integral unit. 

Factor No. 3 was the realization that functional performance 
alone was not enough. Although the Air Force is organized and 
managed on a functional basis, we measure the Air Force’s effective- 
ness in terms of the capabilities of its weapon systems. To insure that 
optimum performance is obtained in a weapon system, there must be 
centralized control of the design, development, and production of 
the system. This is best accomplished, we believe, by making the 
weapon system contractor the responsible focal point for consolida- 
tion of all such effort into a unified and capable entity. The weapon 
system concept of management performs this function. Under it, the 
Air Force retains control of a weapon system program while at the 
same time giving the prime or associate contractor sufficient latitude 
toaccomplish his job. In this role, the Air Force must time phase and 
integrate all actions of Air Force agencies as well as those of industry. 
Because of the magnitude of the job and the limited technical re- 
sources within the Air Force, there was no alternative but to turn to 
industry for assistance in performing a portion of our task. The Air 
Force has retained overall decision making management prerogatives 
for weapon systems management. This has been achieved notwith- 
standing the fact that our manpower has remained fairly constant 
during the past 4 years while during the same time there has been an 
increase of nearly 40 percent in our procurement workload, expressed 
in procurement actions—that is, contracts. 

As stated in Air Force regulations, weapon system mnagement pro- 
vides for the planning, scheduling, and controlling of the complete 
Weapon system, which includes the air vehicle, its components, its 
supporting equipment, and preparation for its use from concept to 
obsolescence. 

This responsibility today is assigned to joint Air Materiel Com- 
mand/Air Research and Development Command weapon system 
project offices, located at Wright-Patterson Air Force Base, Ohio, and 
Inglewood, Calif. These project offices insure that the efforts of the 
wing command, Air Training Command, Air Research and Devel- 
opment Command, the Air Materiel Command, and the contractor 
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are accomplished on time and in a coordinated manner so that the 
weapon system will reach the customer at the time designated in the 
Air Force program. It is the responsibility of the weapon system 
project office to plan, program, direct, and control all facets of the 
particular weapon system in consonance with the Air Force program, 
without functional duplication of the work being performed by the 
contractor. The major elements of a typical weapon system are: 
The airframe, propulsion, fire control, armament, airborne elec- 
tronics, ground support equipment, facilities, and test equipment. The 
weapon system project office must insure that all of these elements 
are compatible and that all of them will be available to the weapon 
system on time. This requires that each of these elements be time 
phased by the major Air Force functional organizations. This means 
that each element must be developed, procured, and produced; that 
supply and maintenance support be developed; that the training pro- 
gram be established ; and finally that they are combined into a support- 
ing and operational weapon. The weapon system project office 
maintains constant status on the weapon system and evaluates its 
deficiencies and their impacts on the Air Force program and takes the 
necessary action to correct them. 

We would like to talk further about the functional organizations of 
the Air Force and their role in responding to weapon system manage- 
ment as exercised by the weapon system project office. The Air Re- 
search and Development Command receives development planning ob- 
jectives and general operational requirements from Headquarters, 

JSAF, and reviews them with the Air Materiel Command to evaluate 
their feasibility. Then the two commands, Air Research and Devel- 
opment Command and the Air Materiel Command jointly prepare the 
development plan, and after receipt of the development directive from 
Headquarters, USAF, solicit proposals from all contractors con- 
sidered qualified for the job. Upon receipt of proposals from con- 
tractors, these commands evaluate the contractors’ proposals in the 
light of such factors as technical approach, produdibitity, maintain- 
ability, serviceability, supportability, and cost by means of the source 
selection board which will be explained more fully later. The Air 
Training Command is charged with developing personnel plans and 
the qualitative requirements for system personnel. It is this com- 
mand’s responsibility to have available the training equipment and 
training sites on which it conducts technical schools for all types of 
specialists, ground crews, operational personnel, and so forth. The 
using command develops and conducts the unit operational employ- 
ment test under actual field operation conditions, with typical per- 
sonnel and maintenance facilities. 

The weapon system phasing group, which is composed of repre- 
sentatives from all interested agencies, is the major management tool 
of the weapon system project office by which all of the functional 
actions are tied together. It is a sounding board for reviewing pro- 
grams, evaluating deficiencies, and assigning corrective actions. 

Since your committee is primarily interested in the procurement 
and production facets of weapon system management, the balance of 
this statement will be generally directed to those areas. The procedure 
as set forth by regulations for source selection will be described 
briefly. A system source selection board is an ad hoc group operat- 
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ing as an instrument of the Air Research and Development Command, 
Air Materiel Command, and a using command to furnish recommenda- 
tions on preferred sources for the PN ye en and/or production of 
asystem. When Headquarters, USAF, directs the development of a 
program it will normally direct that the source selection be made b 
means of a system source selection board, and at the same time wi ] 
designate one command as prime user for purposes of participation in 
selection board proceedings. Based on individual recommendations 
submitted personally by the commanders of Air Research and Develop- 
ment Command, Air Materiel Command, and the using command, 
Headquarters, USAF, makes the final decision as to source. 

Upon receipt of directions from Headquarters, USAF, the Air 
Research and Development Command, Air Materiel Command, and 
the using command, meet jointly to establish a selection board for 
the system under consideration. At that time detailed procedures nec- 
essary for sound evaluations are worked out. Only exceptionally well 
qualified personnel are assigned to the selection board with the senior 
member from each participating command required to be a general 
officer when direct re gees. selection board procedure governs. Full 
recognition is given to the expert status of members in their assigned 
fields in order that a wholly objective, well integrated evaluation and 
recommendations result. In this connection the Air Research and 
Development Command is responsible for evaluation of technical 
aspects, the Air Materiel Command for management, production, and 
logistics, and the using command for operational utility. 

Once Headquarters, USAF, has made the final decision on source 
selection, a procurement directive is issued and normal procurement 
procedures are followed in arriving at a contract. In this connection 
we like to carry out our buying responsibility on a buying team con- 
cept. The keyman is the contracting officer and is assigned to the 
weapon system project office. He is personally responsible for the 
contract, how it is written and what it contains. In the performance 
of his job the contracting officer avails himself of all the organiza- 
tional tools necessary to accomplish the procurement in the best inter- 
est of the Government. Advice and assistance of specialists in the 
fields of contracting, finance, law, audit, cost analysis, and production 
are utilized during negotiations. 

In some cases, the prime weapon system contractor is made respon- 
sible for certain subsystem development and/or production. Thus it 
becomes necessary for the Air Force to review the proposed sub- 
system sources. This review is carried out by the subcontract advisory 
panel. The purpose of the panel’s review is to assure that the best 
possible consideration has been given to the experience factors and 
technical development programs of the Air Force and industry capa- 
bility as a whole. The experience factors which are considered in the 
subcontractor source reviews usually include, but are not limited to, 
subcontractor technical capabilities (both personnel and facilities), 
management approach to development and testing, production capa- 
bilities and facilities, past performance in the meeting of schedules, 
quality control, pera company management structure, and costs. 

It is the policy that the sources for all major contractor-furnished 
subsystems and/or components be reviewed by this panel. This policy 
applies specifically to all new programs, and current programs in 
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which new contractor-furnished subsystems and/or components are 
planned. The Air Force retains the right to reject the weapon system 
contractor’s recommendations when such rejection is deemed to be in 
the best interests of the Government. The Weapon System Project 
Office, in conjunction with this panel, establishes as early in the pro- 
gram as possible the major subsystems and components to be sub- 
contracted by the weapon system contractor. An evaluation is made 
of the weapon system contractor’s procedures for solicitation and 
evaluation of the subcontractor’s proposals to insure— 

(a) Maximum utilization of available industrial capacity. 

(6) Minimum acquisition of new Government facilities. 

(c) Maximum use of specialized industries. 

(7) Maintenance of healthy basic aeronautical industries, 

(e) Maximum competition. 

(f) Utilization of small business to the greatest extent 

practicable. 

(7g) Maximum use of standardized components. 

(h) Avoidance of unnecessary duplication of development. 

Once agreement has been reached on the “make or buy” plan and 
major subcontract structure, the contract requires prior notification 
by the contractor to the Air Force before making any changes in the 
plan. 

Needless to say, Air Force participation in day-to-day management 
of the program does not end with execution of the contract. Each 
contract is assigned to an administrative contracting officer in one of 
the field offices of our worldwide Air Force contract administration 
organization. In the case of a major weapons system, the admin- 
istrative contracting officer will normally be in an Air Force plant 
representative office at the contractor's plant. Here he will be sup- 
ported by a functional staff of specialists in cost analysis, quality 
control, production, property administration, and audit to assure 
that the contractor performs in accordance with the terms of the 
contract. 

Although the principal subject of this committee hearing and of 
this statement is weapon system management, I would be remiss to 
close my statement without inviting your attention to the most im- 
portant related consideration—that is, management of systems with 
multiple prime contractors, as in the ballistic missiles program; and 
the single prime contractor method of procurement, utilized in the 
B-58 type program as it relates to Air Force procurement as a whole. 
We sincerely believe that the management concept we have been 
discussing is sound and is producing the desired results. 

However, we have not applied this technique widely, but only when 
and to the degree the situation dictates, i.e., those extremely complex, 
high priority weapons which require this management approach. The 
majority of our procurements are not carried out under the weapons 
system management concept, and parenthetically here, for the re- 
porter, as defined earlier today in the terminology I believe of this 
committee, the single prime contractor approach. 

Gentlemen, in conclusion I would like to reiterate that the Air Force 
appreciates the interest this committee has shown in helping us with 
our most urgent but difficult tasks of obtaining and keeping the most 











m 


ba 


as 


in, 


th 


Ho 
Ch 


I 
sub 
bal 
in 1 
cer 
asi 

N 
Lat 
req 
STI 
bros 
the 
defi 
sub: 
sche 
esta 
of ¢ 
out 

vali 
prog 

In 
gran 
earl 
total 
trai 

a | 
cont: 
prog 
adhe 
acce] 
dems 








nt 


; to 


vith 
and 

the 
ole. 
een 


hen 
lex, 
The 
DONS 


this 
‘orce 


with 
most 

















WEAPONS SYSTEM MANAGEMENT 487 


modern and powerful Air Force in the world. Those of us in the pro- 
curement and production business are keenly aware of our public 
trust and are always searching for better ways to do our job and are 
appreciative of any opportunity to discuss our problems and exchange 


eas. 
Mr. Chairman, this concludes my prepared statement. However, I 
have with me some charts and am prepared to elaborate on the material 
[have just summarized, if the committee so desires. 

Mr. Hésert. Thank you very much, General. 

The committee now will stand in recess until 10 o’clock tomorrow 
morning, when you will continue your presentation. 

General Anderson may be excused, if he desires. 

General Anperson. Thank you, Mr. Chairman. I would like to get 
back to Dayton. Thank you, sir. 

Mr. Hézerr. Mr. Secretary, we will be pleased to have you as long 
as you desire to be with us. 

Secretary Taytor. Thank you very much. I appreciate that. 

Mr. Héserr. The committee stands in recess until tomorrow morn- 
ing at 10 o’clock. : 

(Whereupon, at 11:52 a.m., the subcommittee adjourned. ) 

(Additional data from the Office of the Secretary, Department of 
the Air Force to be included in the record is as follows :) 


DEPARTMENT OF THE AIR Force, 
Washington, July 14, 1959. 
Hon. F. Epwarp H&BeERT, 
Chairman, Subcommittee for Special Investigations, Committee on Armed 
Services, House of Representatives, 

DeaR Mr. CHAIRMAN: From my review of the Air Force testimony before your 
subcommittee on June 10, 1959, it appears that some aspects of the Air Force 
ballistic missile program management may not have been made clear. Therefore, 
in the interest of dispelling any possible misconceptions, and in order to furnish 
certain requested information, I am submitting this letter for your consideration 
as a supplement to the record of your subcommittee’s investigation. 

Speaking first of the question of the responsibilities of the Space Technology 
Laboratories, Inc., the terms “systems engineering’ and “technical direction’’ 
require further definition in order to provide an accurate understanding of the 
STL role in the Air Force ballistic missile program. “Systems engineering” is a 
broad responsibility, the specific characteristic of which changes with progress in 
the development program. In the early phases of the program, it encompasses the 
definition of overall weapon system design characteristics, the determination of 
subsystem technical specifications desired and achievable within the program 
schedule, the assurance of compatibility of interaction of subsystems, and the 
establishment of an integrated, orderly plan of research, development, and testing 
of components, subsystems, and finally of the total weapon system. Through- 
out all phases, systems engineering entails research and investigation to confirm 
validity of both the technical and the engineering aspects of the development 
program. 

In its broadest sense, and especially when applied to the ballistic missile pro- 
gram, overall weapon system integration which requires attainment of the 
earliest possible operational capability, includes analysis of all elements of the 
total weapon system program, including ground environment, personnel and 
training factors, communications, and logistics. 

“Technical direction” is the responsibility for assuring that each and every 
contractor meets development plan requirements for his particular portion of the 
program, both in regard to technical specifications and in regard to schedule 
adherence to development and test milestones. Assuring such compliance on an 
accelerated schedule requires continuous monitoring of each contractor involved, 
demands the competence to resolve technical controversy, and entails knowledge 
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of industrial engineering and production as well as of science and technology ig 
order to provide technical guidance when required. 

The Air Force, of course, retains overall program management responsibility 
for ballistic missile weapon system development. In the ballistic missile pro. 
grams Air Force management capabilities were supplemented by placing systems 
engineering and technical direction responsibilities with the Space Technology 
Laboratories (formerly a division of the Ramo-Wooldridge Corp.). In order 
that STL may effectively discharge this responsibility, the STL was placed in 
and presently occupies a “line” organizational position, subordinate to the 
AFBMD. The objectives of this arrangement were to provide a clear line of 
responsibility and authority for technical direction and engineering decisions 
from the AFBMD through STL to the hardware contractors and to provide the 
exercise of the broad competence, objectivity, and flexibility required for techni- 
cal management of a top priority program of unprecedented scientific challenge 
and complexity. 

The program includes four major ballistic missile systems: Atlas, Titan, Thor, 
and Minuteman. Many technical factors and resulting decisions overlap from 
one system to another. The advantages and cost savings to the Air Force which 
derive from this centralized technical direction are numerous. STL exercised 
this contractual responsibility to the Air Force through the issuance of “techni- 
eal directives” which it is important to note are contractually binding upon 
ballistic missile hardware contractors only after approval and countersignature 
of appropriate AFBMD (ARDC) and BMC (AMC) offices at the same Inglewood 
management location. 

Turning now to the relative cost of management approaches, it would be 
possible to provide an absolute comparison only if identical weapon systems were 
developed and procured under each of the management approaches to be com- 
pared, and only if they were supported by equal priorities and were prosecuted 
during the same time period. The magnitude both of management expense and 
of value received in return for that expense varies with certain factors which 
are extremely difficult to reduce to financial terms; these factors also vary in 
significance in various development programs, depending upon urgency, magni- 
tude, and technical challenge. They include such considerations as the degree 
of compression of the development time cycle, the consequent reduction in the 
ever-present cost of overhead, the technical adequacy of the product, the advance 
in technical state-of-the-art required, the resultant operational life expectancy 
of the product, and the technical contribution to other more advanced develop- 
ment programs. These factors, and particularly the magnitude of the unique 
ground environment which was required for ballistic missiles, are all extremely 
important in evaluating the relative cost of ballistic missiles program manage- 
ment. We have continuously reviewed these many factors, and as a result are 
convinced, as of this date, that our approach to management and prosecution 
of the Air Force ballistic missile program is as economical as any other method in 
practice today. 

Concerning the Bomare advertisement, I have had an opportunity to re 
check the information which we hurriedly secured and presented during the 
course of the hearing. These advertisements appeared in the New York Times, 
the Washington Star, and the Washington Post on January 7, March 25, 
and April 8, 1959. Furthermore, the advertisement was carried in the Washing- 
ton Post and Washington Star on May 27, 1959. I would like to make 
it clear that any implication in Colonel Uhle’s testimony to the effect that the 
Bomare advertisement had been cleared by the Security Review Office of 
the Office of the Secretary of Defense would be incorrect. The Office of the 
Assistant Secretary of Defense for Public Affairs has informed me that the 
Security Review Office did not approve the advertisement in question. The 
advertisement was not submitted to or cleared by the Secretary of Defense. 
While the advertisement did contain some items of factual material such as 
range previously cleared or issued by the Office of the Secretary of Defense, 
the substance of the advertisement, containing additional material relating to 
operational availability and relative superiority to other weapon systems, was 
not cleared on previous occasions. 
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You also asked us to consider requiring notarization of certificates furnished 
by contractors relating to currency, accuracy, and completeness of costs. I am 
informed by the office of our General Counsel that the statutory penalties and 
remedies applicable to cases involving false statements and representations 
are available even though not notarized, and that judicial opinions support that 
conclusion. Moreover, many important formal representations required by 
the Government are not made under oath. Among examples are: income tax 
returns, statements by contractors relating to salaries paid to employees under 
the “antikickback” statutes, and contractors’ statements of contingent fees. 
However, in line with your suggestions, we agree that it would serve a useful 
purpose to focus the attention of contractors to the applicable statutes by includ- 
ing an appropriate notice to that effect. In addition, the matter was referred 
to the Armed Services Procurement Regulation Committee to consider adopting 
the certificate for use by the three military departments. 

Iam informed that agreement has been reached as to the form of the certificate 
and conditions for its use by prime and subcontractors, and appropriate coverage 
will be included in the ASPR in an early revision. 

I trust that the above covers all the items which you requested during the 
course of the hearing. Should there be any other matters which you feel should 
be included to complete the record, I shall be most pleased to furnish them. 

Sincerely yours, 
P. B. Tayror, 
Assistant Secretary of the Air Force. 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


THURSDAY, JUNE 11, 1959 


Houser or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
| SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 
The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
| manofthe subcommittee) presiding. 
| Mr. Héserr. The committee will be in order. 

Mr. Secretary, have you ascertained the information which we in- 
uired in connection with Ramo- Wooldridge é 

Secretary Taytor. Yes, sir. 

I have a short statement here which covers the subject. I am sorry 
that I can’t give you a simple answer to that. 

Mr. Heésert. We didn’t expect a simple answer. 

Secretary Taytor. Well, 1 will give you the best answer we can. 

Mr. Héperr. Fine. 

Secretary Taytor. Which is covered by this statement. May I read 
itnow ¢ 

Mr. Héperr. Yes, please. 

Secretary Taytor. In late 1953, the Special Assistant to the Secre- 
tary (R. & D.), who was at that time Mr. Trevor Gardner, on the 
recommendation of the Armed Forces Policy Council, directed the 
establishment of the Strategic Missiles Evaluation Committee to in- 
| vestigate the problems associated with the development of operational 

ballistic missiles at an early date in view of the recent thermonuclear 

breakthrough. This Committee, chaired by the late Dr. John von 

Neumann, and composed of a panel of eminent civilian scientists and 
| xecutives holding responsible positions with industries and univer- 
| sities, concluded that the development of operational ballistic missiles 
was feasible and, among other things, that the most urgent and im- 
mediate need in the ICBM program was the setting up of a special 
development management agency for the entire program and that 
overall technical direction be placed in the hands of an unusually 
competent group of scientists and engineers, capable of making sys- 
_ tems analyses, supervising the research phases, and completely con- 

trolling the experimental and hardware phases of the program. For 
this latter purpose, the Committee stated that the type of directional 
team needed was of the caliber and strength that might require the 
creation of a special group by a drafting operation performed by the 
highest level Government executives on university, industry, and 

overnment organizations. 
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As a result of the Committee’s recommendations, the Western De- 
velopment Division (now BMD)—Ballistic Missiles Division—was 
established under the command of Maj. Gen., now Lt. Gen., Bernard 
Schreiver, as a division of ARDC with the responsibility for prosecut- 
ing the development of operational] ballistic missiles. In July of 1954 
the Scientific Advisory Committee, a successor committee to the 
Strategie Missiles Evaluation Committee, met to consider the progress 
which had been made in reorienting and accelerating the Atlas pro- 
gram. At this meeting the Scientific Advisory Committee stated its 
belief that no airframe manufacturer, including the Atlas airframe 
contractors, was strong enough in scientific depth or experience to dis- 
charge successfully systems responsibility for the ICBM. The Com- 
mittee recommended that the management organization for the ICBM 
be strengthened and the assignment of systems responsibility be 
clarified. 

In accordance with the conclusions of the Scientific Advisory Com- 
mittee regarding the management structure of the Atlas program, the 
commander, ARDC, requested General Schreiver to study the prob- 
lems raised by the Committee and make recommendations with respect 
to the assignment of systems responsibilities for the Atlas program. 
For this purpose a study was conducted by WDD in August of 1954 
in which various possible management structures for the Atlas pro- 
gram were considered, such as placing systems responsibility with the 
airframe contractor, with a laboratory within a university, with an 
Air Force organization, or with a specially qualified contractor inde- 
pendent of the contractors supplying the various missile components. 

On the basis of this study General Schreiver recommended that 
technica] direction and systems engineering responsibility be placed 
with the Ramo-Wooldridge Corp. This recommendation was submit- 
ted to ARDC in late August, 1954, and was approved by the command- 
ers, ARDC and AMC, on September 3, 1954. On September 8, 1954 
this recommendation was discussed with the Assistant Secretary of 
the Air Force (Materiel), who was then Mr. Roger Lewis, and was ap- 
proved by him. Contractual action with Ramo-Wooldridge was taken 
by the Ballistic Missiles Office of AMC following the approval by the 
Assistant Secretary. 

Mr. Hépert. Thank you very much, Mr. Secretary. It is a very, 
very direct statement, and I do compliment you on it, because it gives 
us the foundation to proceed. 

Secretary Taytor. Yes, sir. 

Mr. Hésertr. And the names of the individuals. And I want to say 
to you that you are the first one that has come up here with such a 
definite statement. 

Secretary Tayvor. Thank you. 

Mr. Harpy. Mr. Chairman, just for a matter of clarity. And Iam 
not sure whether we have it elsewhere in the record. But could we 
have a statement in one, two, three order of exactly what the responsi- 
bilities of Ramo-Wooldridge were? Now, I am not sure—I have a 
general idea, but it seems to me that it might be well if we had that 
spelled out in concrete order. 

Mr. Hésert. Well, Mr. Courtney— 

Mr. Hardy, here is what developed in connection with this matter. 
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It came up during the early phases of the appearance of the Air 
Force, and the committee requested that the specific name of the 
individual who contacted or who recommended the employment of 
Ramo-Wooldridge be given to the committee. Now, the Secretary 
has presented and has given us certainly definite leads that we can 
more fully and more completely develop exactly what took place. 

For instance, he says General Schreiver selected this Ramo- 
Wooldridge Corp. 

Of course, in the Secretary’s statement there are many unanswered 
questions, which he couldn’t answer himself, and we recognize that. 
However, his statement is certainly complete enough to give us the 
Jeads for us to follow through and develop ourselves exactly what 
did occur. 

Mr. Harpy. I think that is correct, and I think from that standpoint 
it will be very helpful to us. 

The thought that was in my mind went to a slightly different point, 
and that was—I am not sure we have anywhere a specific detail 
outline. 

Mr. Courtney. We do not. 

Mr. Harpy. In one, two, three order, of exactly what responsibility 
was given to Ramo-Wooldridge under the contract that they have, 
or that they had. 

Mr. Héserr. That is correct. But that will be developed, Mr. 
Hardy. But this statement of the Secretary’s was merely for the 
pence of guidance and explanation and to give us the information 
sought. 

Mr. Harpy. I understand that. 

Mr. Hésert. We will develop what you are talking about. 

Mr. Harpy. That is right. But I thought maybe the Air Force— 
they should have something specific and detailed in writing to set 
forth what their duties and responsibilities were. If we haven’t it 
we ought to have it. 

Mr. Hépert. We shall have it and we shall develop that, and 
General Davis may be in a position during his testimony to answer 
that question. Because what you have said is most pertinent. Be- 
cause it was also testified as of yesterday—General Anderson made 
the remark, and I forget his exact language, and we were interested 
in hearing it—that after hearing all the contractors here even General 
Anderson doubts whether he knows what that contract is. 

Mr. Harpy. I think we have seen some evidence of that with the 
other contractors in the meetings I have attended. But I don’t 
think—if we haven’t spelled out what Ramo-Wooldridge’s specific 
duties and responsibilities were, we ought to have it. If they didn’t 
know what they were, then they must have been running all over the 
lot and doing things they didn’t have any business doing. If it 
wasn’t spelled out, maybe that will account for some of the looseness 
that is going on. 

Mr. Hévert. We shall have it most definitely spelled out, how much 
money they get, what was the financial arrangement, and with whom 
the Air Force talked; and if they talked exclusively to Ramo- 
Wooldridge, we will also want to know to whom they talked. 

Now, General Schreiver is the responsible man there. We want 
to get the man who can talk. 
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Mr. Harpy. Well, would it be appropriate to inquire whether jn 
the Ramo-Wooldridge contract as originally set. up or subsequently 
developed—whether there was a specific area of responsibility assigned 
and to which that organization was limited ? 

Mr. Héserr. General Anderson testified that Ramo-Wooldridge jg 
a specialist, an advisory specialist group, in no way connected with 
management. I think that is correct. 

Secretary Taytor. That is correct. 

(Mr. Hess, aside to the chairman. ) 

Mr. Héserr. That is production, or management. 

Mr. Hess. Yes. 

Mr. Hesert. I mean they are strictly advisory. They are strictly 
in the position of a doctor specialist. 

Mr. ieee Were they in position to advice a prospective contratcor 
to seek a particular contract? Were they in a position to advise the 
Air Force that here is a particular contractor that you ought to give 
special consideration to ? 

Mr. Héperr. No. 

Mr. Harpy. I mean those are things 

Mr. Héserr. That is the area that must be thoroughly explored and 
will be when we have the proper witnesses. I assure you it will be 
explored. 

Mr. Harpy. Thank you, Mr. Chairman. 

Mr. Gavin. Mr. Chairman. 

Mr. Hésert. Yes, sir; Mr. Gavin. 

Mr. Gavin. The other day—yesterday, when I asked General Davis 
the approximate amount of business that Boeing had on its books, he 
estimated around $1 billion. Is that correct ? 

General Davis. Yes, sir. 

Mr. Gavin. Well, it might be interesting, for your information, 
General, to know what the last recorded figures of the volume of busi- 
ness that Boeing has on its books from the Defense Department—and 
I presume that it is principally air and missiles—is $2,130 million, or 
$2,100 million. 

So you were just off about $1,130 million. That should be interesting 
to you, I imagine. 

General Davis. Mr. Gavin, are these figures you are quoting—are 
they the uninvoiced dollar balance, or are they the face value of the 
contracts held by Boeing? 

Mr. Gavin. I would presume they are the face value of the contracts, 
the last figures that have been publicly recorded. 

Is that right, Mr. Counsel ? 

Mr. Courtney. The last published figures. One hundred largest 
contractors as of June 30, 1958—this is the most recent report. 

Mr. Gavin. Yes. 

Mr. Courtney. Shows Boeing with credit, in millions of dollars, of 
$2,131 million, or 9.8 percent of the U.S. total. 

Mr. Gavin. So with 9.8 percent of all the defense business on its 
books, a very sizable volume, or $2,130 million worth of business on 
the books, I presume that Boeing can be a bit generous with their 
advertising. 
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Now, I have here a full page—not a full page, not quite a full page, 
in the Washington Post, which appeared on the 27th—I think it was 
jnall Washington papers. 

More than 3,600 subcontractors have participated in the Bomarce program. The 
supersonic Boeing Bomarc, America’s long-range defense missile, is a nationwide 
project. 

And so forth and so on. 

Anice piece of advertising. 

Mr. Harpy. The gentleman didn’t say propaganda, did he? 

Mr. Gavin. I was going to get around tothat. [Laughter.] 

What I am concerned about now: Who is paying for the advertis- 
ing? In your long experience in the Air Force and in this weapons 
systems technique and contractual obligations, you ought to be pretty 
well fortified with information as to who is paying for this advertising. 

Secretary Taytor. May I answer that? 

Mr. Gavin. Inaminute. [Laughter.] 

I presume the cost of the advertising goes into the overcall cost of 
production. Possibly someone in the Air Force, or the Secretary 
here, Who—I want to say I am glad to see you are here. 

Secretary Taytor. Yes. 

Mr. Gavin. You have been attending all our hearings. Once we 
get a Secretary or an Assistant Secretary, they may come one day, but 
it is questionable that they come back day after day, as you are doing. 
So we are quite pleased. 

I would like to ask the Secretary this: First, who pays the overall 
cost ? 

Secretary Taytor. The Boeing Co. pays that cost, and it is not al- 
lowed as a cost on Government contracts. It is not recognized in 
overhead. 

Mr. Gavin. You don’t think Uncle Sam pays it ? 

Secretary Taytor. No, sir. 

Mr. Gavin. All right. Let me read you this, on the aircraft pro- 
duction hearings. 

Mr. Hésert. Thank you very much. I may say that this is perhaps the most 
comprehensive presentation that certainly in my time on the Hill that I have 
witnessed. Undoubtedly a lot of man-hours are in here and a lot of money. Is 
that on the Government or on Boeing? 

Mr. Héperr. Mr. Gavin, may I interrupt there ? 

Mr. Gavin. Yes. 

Mr. Hénerr. To establish what caused that colloquy, Mr. William 
Allen, the president of Boeing, had just finished testifying, and oc- 
cupied 2 days on the stand, and had presented an elaborate production, 
or presentation with diagrams and figures. 

Mr. Gavin. Charts. 

Mr. H&ésertr. Charts and everything. <A very, very elaborate pres- 
entation. He had just concluded his testimony. 

Mr. Gavin. He had just concluded his testimony. 

Mr. Héperr. He had just concluded his testimony. 

Mr. Gavin. And you are asking whether that is on the Government 
or Boeing. 

Mr. Héperr. That is correct. 

Mr. Gavin. This is Mr. Allen, who is the president of Boeing. 

Mr. Héperr. Yes, sir. 
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Mr. Gavin. He answers this way, for your information. It will be 
enlightening to you because you are a new man. [Reading:] 

That would all go into our general overhead expense. Mr. Skeen, who was 
executive assistant, can tell you that better than I can. And then it would be 
allocated dependent upon the Government work in the company as compared 
with other work, which at this moment is entirely Government. 

Mr. Hésert. So, in other words, the Government will end up paying for it, 

So it goes into the overall 

Mr. He&peert. You didn’t give his answer. 

Mr. Harpy. Read his answer. 

Mr. Hess. Give his answer. 

Mr. Gavin (reading) : 


Mr. ALLEN. That is right, sir. 


T missed the high point. [Laughter.] 

Mr. Hérerr. Mr. Allen isthe president. In fact, wasn’t there some 
questions, when I asked him about the capitalization of Boeing, as to 
whether he had referred to Mr. Skeen, too? 

Mr. Hess. Yes. 

Mr. Gavin. Yes. So let us get it understood that the Government, 
that is Uncle Sam, is going to pay for this advertisement, see. 

Secretary Taytor. Mr. Gavin 

Mr. Gavin. Let me go on and then I will hear from you. 

Secretary Taytor. All right. 

Mr. Gavin. I want to ask you this question: Do you think that 
Boeing showed good judgment running this advertisement at a time 
when considerable controversy has been aroused over the Army’s 
Nike-Hercules and the Air Force’s Bomarc? 

Mr. Hésert. Mr. Gavin 

Mr. Gavin. I am asking him a question. Do you think it was good 
judgment or ill advised or propaganda, whatever you want to call It? 

Secretary Tayrtor. I think it was unfortunate. I think it was un- 
fortunate that that appeared at the time it did. 

Mr. Harpy. I think the gentleman from Pennsylvania must realize, 
along with all the rest of us, that the timing was not accidental. 

Mr. Gavin. Certainly not. 

Mr. Harpy. The Secretary must recognize that, too. 

Mr. Gavin. You say it is “unfortunate.” You can use stronger 
language than that. 

Do you say it was ill advised and not good judgment ? 

Secretary Taytor. I think it was ill advised. 

Mr. Gavin. And not good judgment. 

Secretary Taytor. Well—— 

Mr. Gavin. Particularly at this particular time. 

Secretary Tayxor. I prefer to choose my own words. 

Mr. Gavin. Allright. I don’t want to try to help you. [Laughter]. 

Do you think, Mr. Secretary, that this page advertisement was run 
at this particular time to create favorable sentiment for the Bomare 
missile, not alone with the public but with Members of Congress? 
If it ran in two or three papers they couldn’t help miss it. I know I 
didn’t miss it. Was it run to create sentiment with Members of 
Congress? Or what was the purpose? What do you think was the 
purpose of running this ad at thi 
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Secretary Taytor. Well, a company running an ad of its product 
and its name is always endeavoring to put its name and its product in 
front of the public and get as much reinforcement as it can for its 
product. ; } 

Now, this happened to come at a time when there was a controversy 
between Bomare and Nike. Iam sure that Boeing was not unconscious 
of that controversy and 

Mr. Gavin. You were sure they were not. Surely they were not 
unconscious. 

Secretary Taytor. They were not unconscious. They have been 
around. I am sure they would very much like to influence anyone 
they could legitimately in favor of the product. 

Mr. Gavin. Yes, but if they were paying for it themselves, and I 
didn’t think—if it would go into the general overall cost of producing 
these weapons, that would be all right. 

Secretary Tayntor. I haven’t replied to you on that subject. 

Mr. Héserr. Mr. Gavin. 

Mr. Gavin. Yes. 

Mr. Héverr. Suppose we allow the Secretary to answer the ques- 
tion and then you ask him the second part of the question. 

Mr. Gavin. Go ahead. 

Secretary Tayxor. I have looked into that myself, and I find that 
it isnot in any way in Boeing overhead. It comes out of their profits. 
It isnot paid for in any way by the Government. 

Mr. Gavin. Just as Mr. Allen explained it here—— 

Secretary Taytor. He wasn’t speaking of this particular advertise- 
ment. 

Mr. Gavin. No. He was speaking about aircraft frames at that 
time. 

Secretary Taytor. Yes. 

Mr. Gavin. The same principle applies. 

Secretary Taytor. The Boeing Co. has less money to distribute 
to their stockholders because they put that ad in the paper. 

Mr. Gavin. Now, let me ask you this question. And I want to 
know. Because I think we ought to have Mr. Allen, too, to find out. 

Did Boeing ever discuss with any member of the Air Force, Depart- 
ment of the Air Force, the matter of running this Bomare advertise- 
ment, and if so with whom and why did the Air Force approve it? 
Now, you can’t come up with that answer, but you can investigate 
and find out. That is, whether anybody in the Department of the 
Air Force discussed this proposed advertisement with Boeing, or 
Boeing with the Air Force, and, if so, whom and why was it approved ? 

I want to call your attention, too, Mr. Secretary: A page in the 
Washington paper costs $2,700. This is not quite a page. So I think 
it is $2,250, if I am not mistaken. That is a sizable sum of money, 
$2,250. And I think we ought to know how this happened to hit at 
this particular time, when this controversy between Nike-Hercules and 
the Bomarc is going on. 

I want to know whether the Air Force was in on this. And it is up 
to you to give us the answers. And, if so, whom and why did they 
approve it. 

Now, also, Mr. Chairman, I would suggest that we write Mr. Allen, 
the president of Boeing, who appeared before the committee as you 
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recall, and ask him what was the purpose of the Boeing advertisement 
on the Bomarc at this time. 

Maybe Mr. Allen thinks there is a general market in the Washington 
area for Bomarcs, like this [indicating]. 

Maybe he thinks a lot of people are interested in wanting to buy 
a Bomare. 

Because when you advertise you are out to sell something. When 
you advertise you are out to sell something. And the funny part of 
this advertising is the fact that Uncle Sam is the only customer he has, 
and he doesn’t have to sell Uncle Sam because he has the contracts on 
his books. 

So what is he running advertisements for? There is no general 
market around here in Washington where they are going to be buying 
Bomares. Boeing has one customer, and that is the Federal Govern- 
ment. They got the contract. So it is all right to build up the name 
of Boeing, but Uncle Sam is the only customer. And Boeing has over 
$2 billion—$2,000 million on the books. I don’t see why they have 
to try to impress upon the American people their product at this 

articular time. In view of the fact that most of it is Government 

usiness anyway and the necessity for advertising and playing up the 
Bomare to create public sentiment and opinion in contrast with the 
Nike-Hercules—that is what I don’t like, when these big corporations 
are going to get into business and enter into a competitive spirit with- 
out leaving it to our national defense, the Secretary of Defense, to 
decide these matters, and try to influence public opinion and Members 
of the Congress. Because I don’t know any other papers in the United 
States where it appeared except in the Washington papers. It may 
be. I don’t know. But the only ones I know of were the Washington 
papers. 

So I would like to find out from you whether or not the Air Force 
was in on it and, if so, whether Boeing discussed it or whether the Air 
Force discussed it—who discussed it and the reason why they ap- 
proved it. Because I think it was ill advised. I think it is propa- 
ganda. And at a very time when there is a controversy aroused here 
in Washington over missiles. 

Mr. Hésert. Now, Mr. Secretary, of course some of the questions 
which Mr. Gavin has propounded you are not qualified to answer. 

Mr. Gavin. No, not at this time. 

Secretary Taytor. No. 

Mr. Hésert. However, do you care to make your reply at this time? 
You may care to make a comment. 

Secretary Tayior. No. I would like to investigate this and submit 
an answer for the record, if I might? 

Mr. Hézertr. We will be very pleased to have that. Mr. Allen, of 
course, is the man who can answer the question which Mr. Gavin 
raised. 

Secretary Taytor. Yes. 

Mr. Hérerr. He is the one qualified in that instance. But, how- 
ever, feel free to submit to the committee your explanation, or any 
statement you care to make in this regard. 

Now, General Davis 





Mr. Harpy. Mr. Chairman. 
Mr. Hésert. Oh, Iam sorry. 
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Mr. Gavin. Mr. Chairman, I think we ought to have Mr. Allen 
come and tell us about this. Because I feel there is no market for 
Bomare missiles in Washington, and he ought to tell us why he run 
this advertisement. I think he ought to be called. 

Mr. Héserr. I think, Mr. Gavin, in the development of the next 
inquiry which the committee will have—of course Mr. Allen will be 
one of the witnesses at that time. 

Mr. Gavin. Yes. 

Mr. Hénert. When we get into our phase of the next investigation, 
which has a target date of July 1, whether retired officers and the 
so-called munitions lobby—— 

Mr. Gavin. Yes. 

Mr. Héserr. Then we will get into that area. These people will 
have to come back, of course, at that time. 

Mr. Gavin. Thank you. 

Mr. Héserr. Mr. Hardy. 

Mr. Harpy. Mr. Chairman, I want to inquire briefly about this 
matter of the cost of advertising of this nature, since this specific one 
ishere. 

But before doing so, in connection with the investigation that the 
Secretary has indicated he wants to undertake as to Air Force par- 
ticipation in sponsorship or encouragement of this advertising, Mr. 
Secretary, if you ever find out what the truth is in that you will be a 
wizard. 

Secretary Tayvor. It is a difficult question. 

Mr. Harpy. If the Air Force actually did inspire it and considering 
the timing of it, I would be awfully suspicious that they did. If you 
ever find out the level and the point at which it was inspired, you 
got to be more astute investigating your own agency than any Secre- 
tary I have seen since I have been in Washington. 

Mr. Gavin. I think he got to be a very good one. 

Mr. Harpy. I am sure of that. But that is a very difficult job, to 
find out something within your own shop. I remember what the 
Secretary of the Army said to me. “If you members think you got 
asnow job from the people out in the field, you ought to see what they 
are going to give me. 

Now, on the subject of the cost of this ad, that kind of advertising, 
Mr. Secretary, is normally the kind of a cost which a manufacturer 
would include in his general overhead, isn’t it ? 

Secretary TAytor. No, sir. He is not permitted to include it in his 
general overhead. 

The only advertising —— 

Mr. Harpy. He is not permitted to include any advertising in his 
overhead ? 

Secretary Taytor. The only advertising that he is permitted to in- 
clude in his overhead is the advertising for help, that is for personnel. 
Personnel advertising is recognized as an element of cost. Any other 
advertising is directly excluded. 

Mr. Racustn. May I just add one thing to that, Mr. Hardy? 

In addition to that, under the Armed Services Procurement Regula- 
tions advertising in trade and technical journals is allowable, pro- 
vided no specific products are offered for sale. 

Mr. Gavin. Providing what? 
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Mr. Racusin. Provided no specific products are offered for sale. 

Mr. Harpy. After a figure for overhead has been negotiated, and 
it is usually on a percentage basis, I believe—isn’t it? 

(General Davis nods.) 

Mr. Harpy. After that has been negotiated, is there a resubmission 
and a redetermination as to whether that negotiated figure was tog 
high and is the manufacturer or the contractor required to reduce his 
charges for overhead ? 

Secretary Taytor. It isan audited figure. 

Mr. Harpy. Well, whether it is audited or not, is it a figure 

Secretary Taytor. I say it is audited after the fact. It isn’t audited 
ahead of time. It is audited after the fact. 

Mr. Harpy. Is it audited after the fact and the final figure con- 
— the amount charged for overhead, or is it a negotiated 

gure 

Secretary Taytor. It is not a negotiated figure. It is an audited 
figure determined after the fact, of exactly what was admitted to 
overhead and what was excluded from overhead, and this type of 
advertising is definitely excluded from overhead. 

Mr. Harpy. So, then, actually, that is a cost figure that goes into— 
an actual cost figure, rather than a negotiated figure ? 

Secretary Taytor. The overhead——— 

Mr. Harpy. That is what I am talking about. 

aaa Taytor. Is an actual cost figure that is determined by 
audit. 

Mr. Harpy. Now, then, let’s understand this. 

Then, if at the time of audit the overhead figure is determined to be 
less, the allowable items are determined to be less than the percentage 
which was originally negotiated, then the cost to the Government will 
be reduced by that amount. 

Secretary Taytor. Yes, sir. 

Mr. Harpy. Thank you, sir. 

Mr. Gavin. I just want to say, Mr. Chairman, it is a small amount 
of money, where $2 billion of contracts is involved. That is a gesture 
that Boeing could make to create good will with the Air Force. And 
they ought to make some kind of gestures, because when they got 
$2,130 million worth of business, this is a trifle as far as that is 
concerned. 

But it comes at an inopportune time, it is ill advised, and it was poor 
judgment. It was poor judgment, too, for a corporation like Boeing 
to enter into this missile, with this sort of advertising, particularly at 
thistime. That is the issue. 

And I presume, Boeing knowing the situation that existed, that this 
would be a little gesture to give the Air Force a little stimulant, a little 
confidence, that “We are pitching with you.” We don’t like it, at least 
TI don’t like it. As one member of the committee, I don’t like it. 

Mr. Hénert. General Davis, do you want to proceed ? 

General Davis. Yes, sir. 

Mr. Harpy. Could I—just to clarify this thing. Because I want to 
be sure on this overhead thing, Mr. Chairman. This is not a cost-plus- 
fixed-fee contract we are talking about, is it ? 

Mr. Courtney. Incentive contract. 

Secretary Taytor. Which contract are we talking about? 
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Mr. Harpy. Well, we are talking about the one relating to Bomarc 
here. I am talking about the one against which this advertising would 
apply,ifitdoesapply. tT 

Gclonel Buatreav. Sir, it ismy understanding that it is a cost-plus- 
incentive-fee contract. 

Mr. Harpy. Well, I had not understood previously that under that 

of contract the overhead figure that was negotiated was reduced 
ya below the amount which was negotiated if it was subsequently 
dited. 
"Now, I would like to make certain that that is an actual situation. 

Colonel Buatreav. Sir, that is the actual situation. When that 
contract is completed and finally repriced, it is on the basis of the cost 
incurred by the contractor, that is, costs that are allowable in accord- 
ance with the ASPR rules about allowability of costs. 

Mr. Harpy. So that if a manufacturer, then, gets under his overhead 
cost, his incentive—he earns a little bit because of his incentive? 

Colonel Biatreav. His fee on that type of contract would be in- 
creased if he is under his allowable cost. 

Mr. Harpy. So, then, to the extent that he originally overestimated 
his advertising because he included a few little items like this acci- 
dentally he would profit even if they are disallowed ? 

Colonel Biatreav. Sir, the advertising would not be included in 
the estimate originally. 

Mr. Harpy. Well, it wouldn’t—I am not suggesting that it would 
show. 

Mr. Courtney. Well, may I suggest, too, that the key word in 
your answer is “originally.” 

Now, it depends on whether or not this incentive target price was 
established at the time the advertising expenses were incurred. 

Colonel Biatreav. Sir, at the time we negotiate a contract of a 
magnitude of this type we don’t sit down and negotiate individual 
elements such as advertising. 

Mr. Courtnry. You allow a percentage rate. 

Mr. Harpy. That is just exactly the point. 

Mr. Courtney. Isn’t that right? 

Colonel Biarreav. There is an estimated percentage of overhead. 

Mr. Courtney. Percentage rate. 

Mr. Harpy. That is right. 

Mr. Courtney. Which includes all overhead. 

Mr. Harpy. That is exactly the point. This advertising figure 
does not enter into the original negotiation, so it is a figure that has 
been assembled and somebody uses some sort of a yardstick and says: 
“All right, we will include a certain percentage here for overhead.” 
Then if he is able to reduce that, then to that extent his incentive fee 
goes up. 

Colonel Biarreav. But in estimating that overhead we take into 
consideration the previous experience of disallowances which would 
include advertising. 

Mr. Harpy. Well, I don’t know what that means, Colonel. We get 
all kinds of considerations that we give to all kinds of things. But 
sometimes they don’t amount to much. And if in the ultimate it 
should develop that no part of the cost of this ad is paid by the U.S. 
Government, I shall be very much surprised. 
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Colonel Biarreav. Mr. Hardy, if you would, please. I have here 
the cost and pricing data that we got from Boeing on a recent B-59 
negotiation. If you would like, I would like to put it on the table 
here to show you how much data we actually get. 

Mr. Harpy. Well, I don’t think—probably the chairman may not 
want to do it at this time. 

I do not care to pursue it further at this time. I would be happy 
to see it at some other time. But actually the amount of data does not 
necessarily mean a great deal, Colonel. 

Mr. Heserr. I think it should properly go in the record, Colonel, 
when you present the presentation of the general method conducted, 
the manner in which these conclusions are arrived at. I think we have 
devoted quite a bit of time to this now. 

Mr. Harpy. Yes. I think it ought to be at some time. 

Mr. Hésertr. At some time, most definitely. The Secretary I think 
has aptly described it: By putting this ad in the paper, the stock- 
holders got less. He could have added at some future date as a result 
of the ad they will get more. [Laughter. ] 

Mr. Gavin. And also that it was ill timed, Mr. Chairman. 

Mr. Héperr. Yes. 

Mr. Gavin. Mr. Chairman, the important thing is it was ill timed, 

Mr. Hésert. Well, that is not the Secretary’s responsibility. 

Mr. Price. It was well timed. 

Mr. Gavin. Here is another page ad. It is by a regular advertiser, 
IT don’t mind that. “Fly American’s jets. American Airlines.” But 
there is nothing in there about missiles. They paid. That is real 
advertising. 

Mr. Harpy. We might be subsidizing that, though. 

Mr. Gavin. I don’t know. Let’s take one at a time. 

Mr. H&ésertr. Members of the committee, let us get along. I think 
everybody has made up their mind. We won't change any votes at 
this time on it. 

Now, General Davis, will you continue at this time. 

General Davis. Thank you, Mr. Chairman. 

The committee will recall at adjournment I had just completed my 
prepared statement for the record, and had advised the chairman 
that I had some charts here and would be prepared to elaborate on 
that summary report to whatever degree the committee desired. 

sefore starting that, I would like to reiterate and emphasize one 
thing, that was contained in General Anderson’s statement and was 
also discussed briefly yesterday, and that is the question of what is 
the meaning of the term “weapon system concept” and/or “weapon 
system management.” 
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You will recall his statement that this terminology did not refer 
toa method of procurement. 

Mr. Hésert. That is correct. 

General Davis. I wanted to start out on that note, so that when 
I talk about weapon system concept and weapon system management 
I am talking about an Air Force system of management and not a 
method of procurement. 

Mr. Héserr. You are talking about a method of production of the 
end item and use of the end item ? 

General Davis. Our programing, controlling of a weapon system 
throughout the Air Force and industry, wherever it may be. 

Don’t be alarmed at the number of the charts. I won’t show all 
of them. 

Mr. Gavin. Not unless you have music. [Laughter. ] 

General Davis. Here is a very brief and official definition of the 
weapon system concept. 

It is a management concept which provides for planning, sched- 
uling, and controlling, from design through its life, is an operating 
entity, the complete weapon system—the air vehicle, its components, 
supporting equipment and preparation for its use in management 
concept. 


svsrem CONCEPT 


A Management concept 
which provides for planning, 
scheduling and controlling from 
design through its life, as an 
operating entity, the complete 
weapon system; the air vehicle, 
its components , supporting | 
equipment, and the preparation 
for its use 


Now, I would like to explain why we have to use this system of 
management in the Air Force. This chart is an attempt to depict the 
major functional elements that get involved in the live cycle of a 
weapon system. 
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The first bar or barrier that has to be broken through, so to speak, 
js in the research and development area. That responsibility, of 
course, is charged to the Air Research and Development Command. 

The next three phases are procurement and production, supply, and 
maintenance. All three of those functional responsibilities are those 
of the Air Materiel Command. ° 

The next one, training, as you can recognize, is a very important 

art of a weapon system life cycle, is the responsibility of the Air 

raining Command. And, of course, there is always an operational 
command, such as SAC, Air Defense Command, MATS, or whatever. 

Now, since all these people have a contribution to make or are af- 
fected by this weapon system program, somebody has to tie their 
activities together. Somebody has to head up the team. We have 
this weapon system project office, that General Anderson has already 
mentioned, out at Wright-Patterson, jointly staffed by AMC and 
ARDC personnel. 

Now, their job as depicted by this chart is to properly time phase 
and coordinate the activities of these major commands. A lot of 
people involved and a lot of activity going on. 

I have shown around this circle some of the major elements of a 
weapon system, that one or more of these functional agencies gets 
involved with. They are the airframe, the propulsion, fire control, 
armament, airborne electronics, ground support equipment, test equip- 
ment, facilities, skills and techniques, and many more things that I 
couldn’t show on the chart, that have to be taken care of by this team 
captain at the weapon system project office. 

Now, here are some more of the functional activities that take place 
in brief form, to give a little further amplification of this weapon 
system project officer responsibility. 





AS 

























































































S9SePoao@taao st Fe ese SSS Bee. Be HS Sem BOs BS bce SZ 
mESETM RSE RS EM EST EEE Bea“ SEE° BO RSERE & 

_+———— 

[Oye 

| _aNITM30 

39VvS 

SM3IW@ 

159% 
VOY LY SS 
a gg fg, 

se me J ’ 42 ¥VvOS-VNAG 

7, onn / AOW 

= 6€-1 

<3) se-l 
45M 94SM 945M 9dSM a 6S 
Z, NOILVIINNNWOD |  OEN- 9 
S wn S21iow4 LH9I14 1S¥l4 NV | EEN“ 
$3N3HIS SNdM 1¥1934S NOLLVTTVISNI |B 9L-Wd 
a $2434 034 SM34) ONNOYD AW¥O931V9 ‘204d $,130 inawaov3d | | Owy | 9gyy| | —S:3¥9_ 
> 4OLIVYLNOD SWYY90Nd 100 SNINOISIAOA 3v49 NOLLVALLIV | _IBvWwog 

e Susi¥ig3ds Kldd'S 10430 vivd HI3L SUH ONIAL 80l-4 
n S3Sv9 SNINIVYL 10430 ANIVW 10430 900 94 |  SON- 3 
ps 3 3Lvis3 134 S100HIS H23L 349 S218¥L HLM 904d OdSM | |__*0!-3_ 

A NOLWALIOW LINN S3L1S SNINIVYL S3YVdS TVILINI 1¥0ddNS 1S3L NVId 91451907 101-4 
& Alddns | |4iN3 QNINIWAL SLOWYLNOD 1S17 389 NYId S,NdO ma ° 4a 

LNIVN S.LIN SNVId 91151901 NVId 1831 1439N09 91151901 Nvild 

e 1$31 MT Lv) SNW1d ONINIVYL 14NO2 J1LS1901 SNOILVI141934S 1d39NO2 1,NdO q yOHL 
SO1LIWL Saad Twnd 139098 W3LSAS N9ISIO 3V3734 ONN4 me... a 

143NOD SNdO SNY1d T3NNOSY3d NV1d G0¥d NV1d A30 3AILI3YI0 AIA tL-Wv9 

138 3940S 13S 3949N0S 138 304N0s 409 LL-wv9 

— S€l-on 

aMN0D ONISN 91V owv 20¥V 4VSN ‘OH OL-@ 

8S-9 
INAW2D¥NVW) WA1SKG NOdVAM |B 














WEAPONS SYSTEM MANAGEMENT 507 


Here I haven’t mentioned Headquarters, USAF, before, but I will 
be mentioning that as I go along. They are definitely in the act all 
the way from the initial concept or the idea of the weapon through 
yatil the end. 

Here are some of the things that they do. They issue the general 
operating requirement. ‘They issue the development directive. They 
release the funds. They prepare the operational concept. They re- 
jease the logistics plan when it has been completed. ‘They issue pro- 
curement authority. They plan the use of the vehicle. Deployment, 
and so on. And the ARDC and the AMC I just mentioned a while 
ago are the hardware people. They get involved in source selection, 
of course, as does the using command. And all of these other things, 
sme of which I mentioned in my prepared statement. 

Both AMC and ARDC are iiecal eal in planning, such as develop- 
ment plans and program planning. Of course AMC has to do the 
contracting, while ARDC takes care of the technical aspects primarily. 

Here are some of the principal things that the Air Training Com- 
mand must get involved in. 

Now, all of these things are tied together with an activity I re- 
ferred to in the statement known as the Weapon System Phasing 
Group. 

This group has representation from all of these commands, plus 
any other agencies that might be concerned with the subject under 
discussion. 

They meet frequently and maintain a status on this weapon through- 
out its life cycle and find the deficiencies wherever they may be and 
se that corrective action is taken by the appropriate command. 

Now, this list is a partial list of some of the weapons systems on 
which the WSPO’s—that is, weapon system project officers—have been 
established or are in being. B-52, B-58, B-70, KC-135, and soon. I 
will furnish this chart for the record. 

General Davis. Now, how do we go about getting one of these 
weapon systems ? 

Once the headquarters has issued the requirement, the general 
operational requirement, and the field commands have evaluated the 
feasibility and the headquarters has decided it can do this and has 
gotten the approval of Congress—or got the program, rather, ap- 
proved by Congress—that has the machine in it, they direct the ARDC 
and the AMC to go out and develop this weapon system. 

They usually will direct that we use the Source Selection Board 
proceedings. 
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Now, this Board is an ad hoc board. It is formed each time for a 
weapon system, so it does not remain in session. It is composed of, 
again, members from ARDC, AMC, and the using command, and the 
senior members on these boards are general officers of these three 
commands. But they have an evaluation group which is quite sizable, 
with each of the three commands having senior representation on the 
board. 

The ARDC, of course, has an evaluation team on the technical as- 
pects on the proposals. 

The management and production are the responsibility of the Air 
Material Command evaluation team and operations and support- 
ability. 

Mr. Hépert. General, may I ask you: Your Source Selection Board, 
which is an ad hoc board for each specific weapon 

General Davis. Yes, sir. 

Mr. Hézert. Who composes the Source Selection Board in general! 

General Davis. They are not always the same person. 

Mr. Hépverr. Does it follow a similar pattern or do you have specific 
officers that are always assigned—I mean specific commands, and not 
officers ? 

General Davis. The commands; yes, sir. The Air Research and 
Development Command, the Air Materiel Command, and the using 
command are all three represented. And the senior representation isa 
general officer. Normally, the Air Research and Development Com- 
mand member is the commander of the Detachment 1 of Headquarters 
ARDC at Wright-Patterson Air Force Base, which agency has the 
responsibility for development of weapon systems. 

The AMC member normally is the commander of the AMC <Aero- 
nautical System Center, which does the procurement of the weapon 
system. They are both generals. 
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Of course the using command is whoever happens to be assigned 
to it. If it is a bomber, why, it will be a man from Strategic Air 
Command Headquarters. If it isa fighter, they will probably be from 
Air Defense Command headquarters. But their purpose in life is to 
make recommendations. ’ 

Now, after they have gotten together and prepared, we will call it 
a work statement—at least will prepare the information that the 
contractors need on which to build a proposal, they screen industry, 
or rather they look across industry and come up with a list of eve 
contractor that they think has a capability of doing the job at hand. 

They then send what we call a request for proposal. 

The contractors are given a reasonable length of time to prepare 
these proposals. Actually we bring them in and have what we call 
a bidder’s conference. We bring them into Wright-Patterson and 
give them half a day or a day of briefing on what the idea of the 
weapon is and what the problems are as we see them and what 
kind of proposals we want and just generally give them a guidance 
on how we are going to handle the selection. 

So in a few weeks they bring the proposal back in. Then this 
evaluation group goes through these proposals with a fine tooth comb. 
These are pretty sizable groups. 

They meet periodically with the three senior officers on the board. 
And, of course, they have some checklists. I would like to show 
you sone representative checklists of what kind of factors they weigh 
and evaluate. 

On the scientific and technical data, here is a representative list 
of areas. 

System analysis and integration. System analysis and integration 
with ground electronics. .As you see, many more—Propulsion, flight 
control, testing program, ground support equipment. 

These are the general areas. 

Then they have a system of evaluation and scoring. Here is a 
page only on one factor. This particular one is blanked out. I guess 
that was for security. 

Well, this is appreciation of the problem. Accuracy and cover- 
age. Then it has subcontractors. And each one of these gets graded, 
as you see. 

And the contractors’ proposals are identified by letters, so they lose 
their identity and the selection people don’t know who they are talk- 
ing about. They are talking about A, B, C, or D, when they get to- 
gether and start making out these sheets. 

And, of course, there are many of these, literally dozens. 

Here is airborne navigation detection. All of these items are 
graded. 

Now, you go over to the management area—management produc- 
tion and logistics. And here are the general areas that are evaluated. 
The management organization and his approach to the problem. 

His master planning. 

Reliability. 

Whether or not he requires facilities. 

Whether he will furnish his own. 

What his labor requirements are. 

What his production—what the subcontracting proposals look like. 


The realism of his cost estimates. And of course others. 
40113—59-—-33 
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Now, again, we have the detailed checklist, evaluation -sheets, for 
each item in that area. Each one is w eighed and graded, so that 
a composite score is available. 

And in the operational area, these are the kind of things that are 
evaluated. 

Mission capability. Traiming capability. Operating cost. Main- 
tainability and support. And of course many others. 

Then, again, a detailed checksheet for every item in the operational 
area. 

Mr. Gavin. Turn that page back there. What was that last item ? 

General Davis. This is in the operation area. 

Mr. Gavin. Maintainability. Support. Operating cost. What is 
that ? 

General Davis. They actually prepare cost estimates of what it costs 
to operate the machine in the field. Of course they have to evaluate 
that and determine whether or not the contractor has made good esti- 
mates and whether his machine is more expensive to operate than con- 
tractor B’s, and so on. 

Mr. Harpy. That is prior to the selection of a contractor ? 

General Davis. This is the process of selecting; yes, sir. 

Mr. Harpy. The process of selecting the contractor / 

General Davis. Yes, sir. 

Mr. Harpy. So you got experts that are able to determine the oper- 
ating cost of the vehic le which each of them proposes to produce ! 

General Davis. We make evaluation of his estimate. He is required 
to make an estimate. 

Mr. Harpy. Well, that is really fancy crystal gazing. 

General Davis. I will tell you how he does it. It is not really as 
remote as you think. For example, you can compute fuel consumption 
and you can estimate the costs of fuel 5 years hence fairly well. You 
know what length of runway it takes or what the launching, what kind 
of a launching pad it takes, and you know how much concrete costs 
per cubic yard, and you know how much labor is. Any good engineer 

can make a reasonably good estimate of costs of these kinds. 

The Secretary has been in this business for a long time, and I think 
ne will verify that this kind of estimating isn’t too crystal ball. 

Mr. Harpy. Operating costs you are estimating from a manufac- 
curing proposal. 

General Davis. No, sir. He has to make the estimate. We evaluate 
how good an estimate he made. The contractor has to make the esti- 
mate in his proposal. 

Mr. Harpy. Now, they are all proposing on essentially the same 
type of equipment, aren’t they / 

General Davis. No. Only on the general operational requirements. 
They all come up with their own ideas of how to do this mission. And 
the machines, too, are entirely different. You would be surprised 
at the variation between designs for the same mission. 

But on this evaluation process I just ran through, each of these 
factors are not srithmetically added up and thereby the winner 
determined. 

Each of them has a separate weighing factor that is known only to 
the senior board. The evaluation group therefore are not aware of 
Who came out on top. 
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But in the final meeting of the senior board they apply the weighing 
factors to the analysis that has been made, that is, the evaluation that 
has been made, and come up with composite total scores for each of 
the contractors submitting a proposal. i 

The board, then, based on this evaluation, makes recommendations 
to each of their respective commanders. The commander is responsi- 
ble, then, to make a recommendation to the Chief of Staff in Wash- 
ington. : ; 7 

Mr. Héperr. General, as I understand there, in this particular area 
of your contractors with whom you are conferring, there is the area 
of the competition between the individual contractors. 

General Davis. Yes, sir. . 

Mr. Héserr. In other words, you ask them “I want a pitcher that 
has water in it.” One fellow will come up with a pitcher that looks 
like this and another fellow will come up with a tall pitcher and 
another fellow will come up with a round pitcher. 

General Davis. Yes, sir. 

Mr. Hézerr. I want to simplify it. There you have a weapon and 
you say “I want this weapon to perform this mission.” 

* General Davis. Yes, sir. 

Mr. Héserr. And then each contractor comes up with his idea of 
what that weapon should be. 

General Davis. Yes, sir. 

Mr. Hépert. They may be different in design, configuration—well, 
any number of things. 

General Davis. That is right. 

Mr. Héverr. And in the ultimate, then the Board selects the one 
which it considers the best of the proposals. 

General Davis. All factors considered that I mentioned—the de- 
sign, the competence of the company, and all factors considered deter- 
mine the selection. 

The point I didn’t finish making was that when the commanders 
have decided who should be selected or which contractor should be 
selected, he is obliged to make a recommendation to the Chief of Staff, 
whose responsibility is of course to make a decision of this magnitude. 

Mr. Courrney. You mean the commander to whom this weapon is 
to be assigned ¢ 

General Davis. No, sir; the three commanders that served on the 
Board, 

Mr. Courtney. I see. 

General Davis. The commander of Air Research and Development 
Command, AMC, and the using command. All three commanders 
make separate recommendations to the Chief of Staff. 

Mr. Courrnry. Well, does the prospective using commander have 
any voice in these decisions ? 

General Davis. Yes. sir; one-third. 

Mr. Courrney. Oh, he is one-third of that team ? 

General Davis. Yes, sir. 

Mr. Price. Sometimes, since these are entirely new weapons—some- 
times does this Board recommend that you go two ways or three ways? 

General Davis. Yes, sir. 

Mr. Price. Or do they always get down to one / 


General Davis. That has been done in the past. You may recall 
some. 
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Where it turns out that it is feasible or more feasible to go two ways 
for a limited period of time so that you can more nearly determine 
which way you want to go—now, the Dynasoar is a very good example 
of that. I think that has already appeared in the press, so we can 
say that there was a selection, oh, 6 or 8 months ago—I have forgotten 
the date now—9 months ago maybe. It turned out to be two. So 
they continued feasibility studies, ‘competitively now, mind you, for 
the next 6 or 7 months. 

Now, from that continuation, 6 or 7 months, we can make up our 
mind which approach is best and select one and drop the other. 

Mr. Heésert. General, wasn’t the Dynasoar one that General An. 
derson mentioned as having a leak on ? 

General Davis. He did mention that ; yes, sir. 

Mr. Hess. Yes. 

Mr. Hésert. That was the one that there was a leak on ? 

General Davis. I am not familiar with the leak. 

Mr. Héserr. I mean the leak on who is going to get the business, 

General Davis. I am not familiar with the leak that he mentioned. 

Mr. Hésert. No. I mean—lI was just refreshing that. I think 
that was the one he mentioned. 

General Davis. That was the system he mentioned. 

Mr. Hésert. That was the system he mentioned. 

General Davis. Yes, sir. 

Mr. Hépsert. That there was a leak on that. 

General Davis. Yes, sir. 

Mr. Hess. There have been cases, haven't there, General, where 
there have been three, three different sources ? 

Mr. Price. Yes. In the original phase of the guided missile—— 

General Davis. Oh, the feasibility studies, probably initially. But 
once we got down to this source selection, I don’t think we ever se- 
lected three to go another 6 or 8 months. 

Mr. Price. They did originally in the guided missile phase. You 
had Chance-Vought and you had Lockheed—you had Northrop and 
North American, in the original guided missile area. That was the 
selection of three. 

Mr. Hépert. That was Snark. 

Mr. Price. Snark and Navaho and the Regulus. 

(Mr. Hess aside. ) 

Mr. Price. And you carried all three of those pretty far, before you 
dropped a couple of them. 
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General Davis. Now, the next step in this complex life of a weapon 
system is after AMC and ARDC gets the direction to go to the selected 
contractor and initiate the program, they have a little negotiating to 
doto get-the contract in being. 

I would say generally we follow a normal contracting pattern to get 
the prime contract established. 

In those cases where we decide to go the category 1 route, which this 
committee is principally interested in today, we have a system of con- 
trols on the contractor’s subcontracting. 

I know it is a matter of concern to the committee, because under this 
category No. 1 type of procurement we are actually as you said delegat- 
ing to the prime contractor some of the job that we do under another 
method of procurement. We would do more subcontracting. 

So for that reason we feel obliged to maintain a very close control 
over his subcontracting procedures. 

Mr. Gavin. You say you do maintain very close control ? 

General Davis. Yes, sir; very close. 

Now, I would like to run through the steps that we take with him. 

Mr. Gavin. Could I just at that point read into the record, on that 
subcontracting matter, the GAO report, on page 38, which said : 

While regulations, instructions, and comments mentioned above appear to rec- 
ognize that the agency does have a responsibility to see that subcontract prices 
are reasonable, our experience has shown in many instances subcontract prices 
have not been reasonable. In these instances, neither the prime contractor nor 
the Air Force has adequately safeguarded the Government’s interest in subcon- 
tracting pricing. We believe, therefore, that it is essential for agency contract- 
ing officials to obtain better assurance that the prices of the major subcontracts 
are fair and reasonable. 

That is merely the GAO’s opinion. We are listening to your opin- 
ion. So I merely say that somebody doesn’t quite agree with you, 
that they are screened as carefully in detail as they should be. 

General Davis. Mr. Gavin, at this point in the briefing I was refer- 
ring to the selection of the subcontractors. I will get to the pricing a 
little later, if I may. 

Mr.Gavin. Yes. 

General Davis. I mean the contract administration. The selection 
is what I was referring to, that is whom he goes to. 

The first step in this operation is the weapon system contractor that 
we selected submits to the Air Force a breakdown of the weapon sys- 
tem into its major components and subsystems. We have to review 
this this for several things. 
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PROCEDURES 


STEP 1 
WSC submits to AF breakdown of the 
Weapon System into major 
components and 
sub-systems 





STEP 2 | 
AF reviews and desiqnates: 


a Directed Procurements 


6. Sub-systems requiring 
special AF technical review 


c Major sub-contracts 
requiring source review 


d. Other ground rules, such as 


First, we want to see if there are parts or systems here that 
we want to tell him that we will furnish to him or tell him where to go. 
This is very necessary. 

For example, on the B-70, although we wanted to go category 1 type 
of procurement with Nor th American, we had been developing an 
advanced bombing navigation system with the IBM Co. for several 
years. We wanted that system used, because we had put a lot of mone 
in it and we didn’t want this duplicated and that money wasted. So 
we directed North American to use that particular Air Force-devel- 
oped system in this airplane. 

We also had to screen their breakdown to pick out the subsystems 
requiring special Air Force technical review by the Air Research and 
Development Command. 

And we want to pick out the major subcontracts—that is, we want to 
select a list requiring Air Force review and approval of the contractor's 
selection. 

You obviously couldn’t review and approve them all, bescause there 
are many thousands of them. 
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And to determine other ground rules in the proeedure, such as to 
insure that the contractor is going to make maximum use of the 
technical development programs that the Air Force has been carrying 
on in the Research and Development program, so that we get a payoff 
from some of these. We try to eliminate duplication as much as we can. 

We also want to insure that we use as many standard items as we can. 
The reasons for this, of course, are obvious. 

We want also to insure that we make use of all the open capacity in 
industry that we can. We don’t want to let one contractor build up a 
specialized capability when there is open capacity for that specialized 
capability available in the country. 

And here is a corollary one. We certainly don’t want him to ex- 
pand his own product line because he has the prime contract. And we 
can control that. We can keep him from going into new fields for the 
purpose of developing this particular weapon system. 

And, of course, we always give a lot of emphasis to the small business 
considerations. 

Now, step 3. The weapon system contractor submits to us what we 
call a make and buy structure. That means what he proposes to build 
in-house and what he proposes to go out and buy or subcontract. 


| Tech Development Programs 


2. Max use of standard items 


Gl 


. Max use of specialized industry 
and open capacity. 


BS 


. Not expand product line 


oO 


. Small business considerations 


STEP 3 WSC SUBMITS 


@.Make and buy structure 


b. Performance Specs 
c. Potential Bidders List 


d. Procedures for solicitation 
and evaluation 


STEP 4 AF REVIEWS & APPROVES STEP 3 
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We have to review that and agree with him. We negotiate it, go 
to speak. 

e also submits performance specifications for our review. Andhe | 

submits a potential bidder’s list for us to look at. 


Her 5 
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WSC surveys industry, holds bidders | 
conference , obtains proposals and 
conducts comprehensive source evaluation 


srcr 6 | 


For each ma jor sub-contract, WSC sub- 
mits necessary details on all pro- 
posals with a recommended source. 


oer 7 | 
Thorough review by Air Force. 


STEP 8 
Sub-contract advisory panel 


There we want to see that he has included everybody that has a 
capability in these specialized fields. 

And he gives us a detailed procedure of how he is going to go 
about soliciting and evaluating proposals from these subcontrac- 
tors—what his system is, in other words. 

We review all of this. And when we are satisfied, we give him the 
go ahead. 

Then the contractor goes out and actually surveys industry. He 
doesn’t just make a paper survey. He actually sends technical teams 
out to visit contractors’ plants, and see what kind of facilities they 
have and what kind of machinery capability, and so on. 
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He also holds bidders’ conferences, very much like we do. He calls 
all these potential bidders in and tells them what the problem is. 
Shows them around and gives them a feel for what they are biting 
oft when they submit a bid. 

Mr. Harpy. That sounds good, but do you know what he does? 

General Davis. Well, I attended one and I thought it was very, very 
good. 

Mr. Harpy. You are sure it was not staged for your benefit ! 

General Davis. No, they didn’t know I wascoming.  [ Laughter. | 

After he has held this bidders’ conference, why, “he gets proposals 
from anybody who wants to submit them. And he goes through a 
very det: niled analysis of their proposals, very much like I pointed 
out that the Air Force did theirs. 

After he has made up his mind which one he thinks is the best for 
this particular subsystem, he has to bring in the details of why he 
thinks this, that is the justification, into the Air Force. And we have 
an advisory panel who sits in judgment, so to speak, on these recom- 
mended sources. They are really an advisory board or group of 
experts at Wright F ield and advise the plant representative on sight 
whether or not they agree with the contractor recommended source. 
And remarkably, in most cases they do, because the contractor does 
quitea good job ‘of evalu: ating proposals, 

Mr. Gavin. They didn’t do such a good job on that Goodyear Air- 
craft Corp., where “the price of windshield assemblies were based 
on estimated costs of $767,650, which were about $44,000 higher than 
known costs.” They didn’t sereen that one too carefully, did they? 
asked you a question, 

General Davis. I think, again, that the pricing—— 

Mr. Gavin. [ say, they didn’t screen that one too carefully, did 
they 

General Davis. I think—here, again, we are talking a price propo- 
sition, and because they missed their price later— 

Mr. Gavin. It is all part of the team. I say, everything should be 
screened more carefully. 

General Davis. I think in fairness to the board that selected Good- 
year—and, of course, mind you, at that particular point in time, back 
about 1953, we didn’t have this procedure in being. 

Mr. Harpy. General, you are not suggesting that after you have 
made your selection of the contractors with whom negotiations will be 
conducted, then you have finished your responsibility, are you? 

General Davis. No,sir. Lam just getting 

Mr. Harpy. Having made that selection and the contractor knows 
that he is ina favored position, then he is in a much better bargaining 
position at the negotiating table, too, isn’t he ? 
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General Davis. Well, yes and no. I would like to talk a little 
about the contracting now, if I may. 

Mr. Hézerr. Go on, General. 

General Davis. I picked here three principal—rather, the three 
most. important and most widely used forms of contracts. 


CONTRACT TYPES 
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Allowable costs paid 
Fee dollars fixed 


Allowable costs paid 
Cost target 

Cost incentive 

Fee range 


Progress payments 
Cost target 
Cost incentive 
Price ceiling 


C087 PLUS FILED FEE 


LOST PLUS INCENTIVE FEE 


FINED PRICE /NCEWTIVE 


The first is the cost-plus-fixed-fee, that I am sure all of you are 
familiar with. 

I put it first because that is where you usually start off in the R. & 
D. area. You just don’t have any basis on which to negotiate a 
fixed-price-type contract. So invariably we start off on a development 
program with a cost-plus-fixed-fee contract. 

Now, a cost-plus-fixed-fee contract still today is misunderstood by 
some people. They think that as costs go up the man’s fee goes up. 
And of course that is not the case, because the fee is negotiated at the 
outset. It is a fixed amount of dollars and it stays fixed regardless 
of whether the costs are more or less than were estimated at the time 
of the negotiation. 

Mr. Gavin. How do you arrive at that, General ? 

General Davis. The fee? 

Mr. Gavin. I thought it was generally agreed that it was about 6 
or 614 percent. 

General Davis. Well, it is not locked in firm as any particular 
figure. It is negotiated and sometimes thought of in terms of per- 
centage of the estimated cost. But it is not spelled out that way in 
the contract. It is spelled out as a fixed number of dollars. It stays 
fixed. 

Mr. Gavin. Well, it is—— 

General Davis. They will vary all the way—fixed fees will vary 
all the way from 4 percent to 10, 12 percent, depending on the job. 
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Mr. Price. General, if you can do such a good job of estimating 
the costs at the outset of one of these contracts to CPFF, why do you 
have a fixed fee? Why not make them competitive? 

General Davis. Oh, you can’t—if I led you to believe we can do a 
good job of estimating at the outset of a development program, I didn’t 
mean todothat. Isay we can’t estimate them well. That is the reason 
we use the cost plus fixed fee. 

Mr. Price. Yes, but you said the increased cost doesn’t reflect an 
increased fee. 

General Davis. It doesn’t ; yes, sir. 

Mr. Price. Then you have to be pretty well determined on what 
the cost is going to be before you enter into the contract. 

General Davis. We make an estimate. We have the contractor make 
an estimate and we negotiate with him the estimate. 

Mr. Price. Well 

General Davis. Breaking out 

Mr. Price. My question is: If you can do such a good job of mak- 
ing an estimate, the contractor would accept this fixed fee even though 
his costs might be higher and the fee might not override. Why 
couldn’t it be a competitive contract ? 

General Davis. Well, it usually is. I have just gone through the 
source selection procedure. There is the competition. This, at selec- 
tion, has already been made and we are negotiating now the details. 

Mr. Harpy. General, you don’t want to leave the impression that 
you don’t ever adjust your fixed fees upward if you find out you were 
below on your estimated costs, do you ? 

General Davis. Yes, I think I can leave that impression. 

Mr. Harpy. Well, I think I can show you illustrations where you 
have done ot herwise. 

General Davis. Well, I was going ahead to say that you can and it 
has been done, but not for the reason that you mentioned, Mr. Hardy. 
Just because his costs went up is not the reason to raise the fee. We 
can’t dothat. That is illegal. 

Mr. Harpy. You would have a hard time convincing me on some 
I have seen. 

General Davis. If we change the deal, that is if we changed the con- 
tract terms 

Mr. Harpy. There is more than one way to skin a cat, General. 

General Davis. If we changed his work statement and asked him to 
do more than we did at the negotiating table, then we are obliged to 
again negotiate the costs and fee. 

Mr. Harpy. I am not suggesting that it shouldn’t ever be done. 
But I would hate for you to leave the impression here that you don’t 
ever do it because you underestimated his costs. 

Mr. Gavin. I think when Mr. Atwood was here, of North Amer- 
ican, he left the impression with us that it was sort of established, 6 or 
614 percent, in the eorcbiieiaes of a weapon. 

General Davis. I believe he testified that he was asking or was pre- 
pared to ask for 614, percent. That contract had not been negotiated 
at that time. That has been the North American general — 6 
or 614 percent on contracts of this nature, in the past. I think that 
is the reason he testified to that. 
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Now, as we progress along and get a little more experience and 
knowledge in the pricing of this machine, we usually move into what 
we call the cost plus incentive fee type contract. We are still not far 
enough along—we are not in production—so that we can project ac- 
curately our prices, our costs, but we are further along than we were 
at the outset. And we now know some of the things we want him to do 
and that we are willing to negotiate an incentive on. Such things as 
performance. Not only just cost performance, or price performance, 
but also operational performance. . 

We are going to these more and more. And they are, I think, work. 
ing out quite well. 

Mr. Harpy. On that type—- 

General Davis. Yes, sir. 

Mr. Harpy. On that type of contract, it means that unless you are 
mighty good at your estimate, your costs can be pretty high. 

In other words, you have to be mighty powerful good in your orig- 
inal estimate on a cost-plus-incentive-fee contract, unless you kick your 
whole thing out of line and provide for exorbitant profit. 

Mr. Racustn. That is true. 

General Davis. Well, I think I see what you are driving at, Mr. 
Hardy. Here isthe way we try to hedge against his overrunning costs 
in order to attain an operational advantage. If we are paying him 
an incentive fee based on going faster than he is supposed to go or 
higher than he is supposed to go or something like that, we have to 
at the same time penalize him if his costs go higher, you see. So that 
one ofisets the other. This is the way we try to set these incentive—— 

Mr. Harpy. That is on the performance basis. 

General Davis. We have both cost and performance and incentives. 

Mr. Harpy. I understand. But Iam more concerned actually about 
the deviations in the final profits which would result from excessive 
estimates on your costs. 

However, I don’t want to pursue it at this time. I don’t think we 
ought to overlook it. 

General Davis. I agree, Mr. Hardy. I see what you are driving at 
now. Certainly there have been instances in which the costs were 
overestimated and therefore the contractor got more fee than he would 
have gotten had he 

Mr. Harpy. That is absolutely right. 

General Davis. It certainly is. 

Mr. Harpy. He got a windfall on his incentive because he was able 
to reduce a padded estimated cost. 

General Davis. Well, I agree that this has happened. 

We negotiate as best we can, though, and we hope to get these costs 
down as tight as we can get them, so that this bad underrunning doesn’t 
happen. 

But in this incentive fee—it is very similar to the cost plus fixed fee. 
We pay all of his allowable costs. We establish a cost target, and we 
establish a cost incentive. And we establish a fee range within which 
he will get paid, depending on how he performs. 

Then when we get to the production stage on this hardware, we get 
into fixed price contracting. And our preferred method today is the 
fixed price incentive type contract. It is the one that we are using 
most widely, particularly in the weapon system area. 
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Now, this contract as you probably know provides for — 
payments to the contractor. Up here we have been paying his costs 
as he goes along, at least 80 percent of them. 

Down here we pay him 70 percent of his cost as he goes along, and 
withhold the 30 percent for payment later upon delivery. ; 

Iw these we also, again, have a cost target. And we have, again, 
a cost ceiling and a price ceiling. 

The target price is the cost target plus, of course, the negotiated 
rofit at the time. And if he runs under the target price, he shares 
inthe savings. Anywhere from 5 to 20 percent is the amount that the 
contractor gets and the Government gets anywhere from 95 to 80 
percent. : : 

Mr. Harpy. There, again, you have the same factors that we dis- 
cussed & Moment ago in your cost plus incentive fee. If you do a 
poor job of estimating in the beginning and prot excessive costs 
to go In your estimate of your fixed price, you have provided a very, 
very fine vehicle for a windfall profit. 

General Davis. I agree it can happen, and it does on some occasions. 

Mr. Harpy. Of course it does. 

General Davis. We negotiate a tight a target as we possibly can. 

Mr. Harpy. I certainly wouldn't suggest that you deliberately do 
otherwise, General. But some of the experiences we have seen don’t 
indicate that they have been so tight. 

Colonel Biarrrav. These contracts have a profit ceiling in them, 
also, Mr. Hardy. 

General Davis. Yes, every one, price and profit ceiling. 

Mr. Harpy. I don’t know if that means anything or not, either. 

General Davis. Well—— 

Mr. Harpy. I am not suggesting that there is any deliberate devia- 
tion or that you don’t really try. But your performance hasn’t been 
too good, if these examples that GAO has given us are any criteria, 
any indication of the general run. 

Mr. Racusin. Mr. Hardy, actually the key to the successful oper- 
ation of any incentive type contract, whether it be cost plus incentive 
or fixed price incentive, depends upon the validity of that target. 

Mr. Harpy. That is exactly right. 

Mr. Racusin. If that target is invalid, we have had it. 

Mr. Harpy. You sure have. And you have had it in a lot of cases. 

Mr. Gavin. Yes. 

Mr. Racusin. The contractor will get an excess profit that he was 
not entitled to get. 

Mr. Harpy. That is right. 

Colonel Buarreau. Mr. Hardy, none of the GAO reports have dis- 
cussed the overall targets. 

(General Davis. Well, I think it is fair to say that we have improved 
since 1953. 

Mr. Harpy. God, 1 would hope so. 

General Davis. When these cases came about, that were reported on. 

I believe that today our incentive contracting is working out quite 
well. I believe we are getting some real tight targets and on the 
whole I believe that the windfall profit in the fixed-price-incentive 
contract is a very rare bird today. 

Mr. Gavin. A very what / 

General Davis. A very rare thing today. 
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Mr. Gavin. I was wondering here on this Firestone job: 


Firestone costs amounted to $8,746,000 and fuel cell sales of $11,824,000 during 
the 3-year period ending October 31, 1956. 
_ That is after you talked about. You said 1953, you started getting 
into that. 


We have been advised—— 


General Davis. That is on subcontracts you are talking about. 

Mr. Gavin. I will continue. 

We have been advised recently that Firestone has agreed to furnish estimates 
of projected fuel cell costs in all future procurements. 

What I am interested in is did you recover anything on that? 

General Davis. May I ask Colonel Medberry to answer? He is the 
GAO expert. May I? 

Mr. Gavin. This is not 1953 now. It was in 1956. They say they 
are going to do better in the future, they are going to furnish projected 
fuel cell costs on future procurements. 

What I am interested in: In that 3-year period did they return 
any that were overestimated ¢ 

General Davis. Apparently not. 

Mr. Heéserr. Colonel Salley testified to their position on that. 

Mr. Gavin. What was it, Colonel? 

Colonel Mepserry. In that particular instance we did not recover 
a funds from the prime contractor or the subcontractor. 

Mr. He&sert. All right, General. 

Mr. Hess. General, let me ask one question. Has anybody come 
forward with any better form of contracting than what you are fol- 
lowing right now? 

General Davis. Not to our knowledge, sir. 

Mr. Hess. And if they did, you would certainly adopt it, would 
you not? 

General Davis. We would be glad to. We are always looking for 
somthing better. 

Mr. Harpy. On that point, my observation would be that maybe the 
system is fine, but a system is no better than the competence of the 
people that you have working on it, and it is no better aa the infor- 
mation that is provided them to work with. And if they go and sit 
down at the negotiating table and they have improper figures there 
before them, you can be pretty sure, no matter how conscientious your 
officers are, they are going to come up with a lousy job. 

Mr. Gavin. And the question is whether or not the Air Force is 
in a position to secure the men of experience and ability to meet with 
these corporations who have capable, I presume, executives handling 
their affairs. 

That is why I said to you at Wright, Dayton, or I said at Wright, 
Dayton, do you screen the personnel] to such an extent that they have 
the ability to do the job that you assign to them, in checking and 
rechecking and double checking these contracts. 

General Davis. I will have to answer that this way. The hiring 
of qualified personnel is always a problem, not only in the Air Force 
but in industry. I think you will agree, you are always searching for 
the best people you can get. We do the best job we can in selecting 
the people. 
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I think it is commonly known that in most cases industry jobs 
pay better than Government jobs. So we are somewhat at a disadvan- 
tage in hiring people, that is true. 

owever, as I pointed out at Dayton when you were there, it has 
been my experience that we do have a remarkably high percentage 
of well qualified, very dedicated people. They are doing a very fine 
job. 
' Granted you are always going to have in any organization as large 
as ours some people that are not as well qualified as you would like. 
And we are constantly trying to improve their quality through schools, 
special schools, and, of course on-the-job training. 

There, again, we will never attain perfection in the personnel 
business. 

Mr. Gavin. Well, if the GAO can come up with—it is estimated a 
little over 1 percent, a fraction over 1 percent, of all of the contracts, 
with $30 million in disagreement here—they only examined a frac- 
tion over 1 percent of all of our contracts, and if they can come up 
with $30 million, I believe they might come up with a terrific amount 
if you had examiners that were really checking into this situation. 

Are those figures wrong now, Air Force? If they are wrong, say so. 

Secretary Taytor. Yes, they are. 

General Davis. I think we cleared that up for the record yesterday. 

Mr. Heéperr. It was cleared up yesterday for the record. 

Mr. Gavin. What was it ? 

General Davis. The figure was $6.3 million, Mr. Gavin. The $30 
million was the indicated differences in the target prices from what 
they would have been had they had this accurate materiel cost that 
they were looking into. But the Government stood to lose on those 14 
cases $6.3 million by the GAO estimates. 

Mr. Gavin. What percentage of all of the overall contracts, say, in 
the last 3 years, have been examined by GAO? 

Mr. Hepserr. One percent. 

Mr. Gavin. I understood it was a little over 1 percent, a fraction 
over 1 percent. 

Mr. Héperr. That is correct. 

Mr. Gavin. Is that right or wrong? 

Mr. Héserr. That is correct. 

Secretary Taytor. That is correct. 

Colonel Biarreav. Mr. Chairman, didn’t you ask the GAO to pro- 
vide you with that information, on how many contracts they had ex- 
amined ? 

Mr. Price. That is right. 

Colonel Buarreav. They have not yet provided that information ? 

Mr. Héserr. That is correct. 

Mr. Pricer. Not only asked them to supply us the number of con- 
tracts they have examined, but the percentage of that group in which 
they found excess charges. 

Mr. Héserr. We have asked them for that information. 

Mr. Courtney. That is right. 

Mr. Gavin. That will be interesting. 

Secretary Taynor. Are they also going to tell you how they se- 
lected the contracts which they examined ? 
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Mr. Héserr. On that point, Mr. Secretary, our understanding of 
their testimony is that it was a spot check system they were using. 

Secretary Taytor. Yes, but 

Mr. Héserr. However, General Anderson, I think, or some other 
witness, disagreed on that. 

Secretary Taytor. Yes. I believe they thumbed through a let of 
contracts and took the ones in which errors appeared to have been 
made, as anyone would. 

Mr. Héserr. I think that was the testimony of General Anderson, 
or somebody else. 

Secretary Taytor. Yes. 

Mr. Héserr. The GAO left the impression it was a spot check. 

Mr. Gavin. They have limited personnel, too. 

Secretary Tayior. Yes. 

Mr. Gavin. And I presume they reach for the ones that are going 
to show the situation existing. 

Secretary Tayvor. Exactly. 

Mr. Heépert. Of course that same rule would hold for the Air 
Force, too. 

Secretary TayLor. Everybody would doit. 

General Davis. Have to do it. 

Mr. Heésert. So that is not really important. 

Mr. Gavin. So they are going to make the best showing they pos- 
sibly can. 

Secretary Tayior. Surely. 

Mr. Héserr. In connection with the competence of the negotiators, 
the committee will hear a witness after the Air Force is completed, 
to give us the statistics of an overall study of the three services. | 
think at that time we will be more in a position to know exactly what 
the percentage of competence and qualification is. 

Mr. Gavin. Thank you, Mr. Chairman. 

General Davis. We were up to the point of negotiating the contract 
with the prime contractor. I just want to talk briefly—— 

Mr. Courrney May Lask a question ¢ 

General Davis. Excuse me. 

Mr. Courtney. Before you leave your method of arriving at a 
fixed-price-incentive-type contract. 

Now, one of the four items you listed there on that chart—you have 
a cost target. I would assume from that that you mean actual costs. 

General Davis. No. We negotiate a cost target at the negotiating 
table, and then 

Mr. Courtney. Then do you negotiate separately a profit / 

General Davis. A profit range. 

Mr. Courtney. Range. 

General Davis. Or incentive range, you see. Then one added to 
the other gives the target price. 

Mr. Covurrney. Well, if I may refer to the General Accounting Of- 
fice report, their observation was that—I think for all of the cases 
uniformly it was either one of two things, either that costs were avail- 
able and were not furnished by the contractor. In one instance we 
asked Mr. Powers about it and he said a question would have evoked 
an answer, and the other cases of course were instances in which the 
cost data as T recall became available during the course and before 
finalization of the negotiating. 
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Now, I have a little difficulty in understanding just precisely what 
you are talking about when | refer over here to the Armed Services 
Procurement Regulations, which are in turn your same number, and 
the instruction that is given to this negotiator. 

Now, he is told here in the Armed Services Procurement Regula- 
tions: 

Profit is only one element of the price proposal and normally represents a 
smaller portion of the total price than do such other estimated elements as labor 
and material. While the public interest requires that excessive profits be 
avoided, the contracting officer should not become so preoccupied with particular 
elements of the contractor’s estimate of cost and profits that the most important 
consideration, the total price itself is distorted or diminished in its significance. 
Government procurement is primarily concerned with the reasonableness of a 
negotiated price and only secondarily with the eventual cost and profit. 

Now, my question is: Is this the kind of a direction that would re- 
quire, as the General Accounting Office seems to suggest, or impose 
the duty on the contracting officer in the course of the negotiation, to 
get his actual contractor’s costs, or does this instruction effectively tell 
him to ignore it and pick some magic figure? 

General Davis. I agree from the way it reads it is possible that 
maybe it did have this effect. But I think the action that we have 
taken recently will certainly eliminate from his mind any doubt that 
he is supposed to get the actual cost if it is available. 

Colonel Biarreav. Mr. Courtney, the purpose of that instruction 
is to focus attention on the part of the contracting officer to the neces- 
sity for evaluation of the cost as being the most important element to 
be considered in the price. 

Mr. Courtney. My question is: Since the practice, as developed 
here by the GAOQ—I don’t say it is universal, but it certainly was true 
in 14 cases, that there was no attempt, as I would read it, to get the 
actual costs from the contractor and the figures were said to be avail- 
able in the possession of the contractor. 

Colonel Biarrrav. Mr. Courtney, General Davis is talking about 
the incentive contracts now. In each of the 14 cases reported by the 
GAO there were attempts and there were cost information secured b 
the Air Force from the contractor, and this information was evaluated. 

Mr. Courrney. Well, I would hesitate to disagree with you, but 
[specifically remember that in the case of Lockheed the specific charge 
was that no such information was requested by the contracting officer 
at the time of the negotiations, and was not furnished, although 
available. 

Colonel Biarreav. I have spoken to the contracting officer and in 
the Lockheed case he assured me that he did ask for this information 
and that it was given to him by the corporation. 

Mr. Courtney. During the negotiations ? 

Colonel Biatreav. Yes, sir. 

Mr. Courtney. Well, that is in direct contradiction to the GAO’s 
findings. 

Mr. Héserr. That is also in direct contradiction to the Lockheed 
position, too. 

Mr. Harpy. If that is the case, it would have to be assumed that the 
contracting officer completely ignored actual costs. 

_ Mr. Héperr. Certainly in the General Motors case—that was an 
incident. where the actual—— 
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Colonel Buatreau. In the Lockheed case, sir, the subcontract costs 
that we are speaking about were estimates furnished by the subcop- 
tractors to Lockheed. 

Mr. Courtney. Yes, but they were estimates, Colonel, when the 
actual cost price figures were known to the contractor. That is my 
point. 

Colonel Biarreau. They were estimates that were higher than the 
estimates which Lockheed had received from the subcontractor prior 
to the negotiations. 

Mr. Courtney. Yes, but, Colonel, they were estimates which did 
not need to be estimates because the actual prices were known to the 
contractor. 

Now, that is the charge of the General Accounting Office. It is 
admitted by Lockheed. It is in the full report. And if there is a 
difference in fact, certainly we should know about it now. 

Colonel Buarreav. Sir, { think we should get that clarified, because 
it is my impression that those subcontracts in the Lockheed case were 
also incentive type subcontracts, and these were estimated quotes at 
that time on the basis of estimating what the prices would be. 

Mr. Hésert. When you went to the negotiating table, Colonel, the 
actual prices were known to Lockheed. 

Colonel Biatrreav. The actual quotes, sir, but not the actual prices, 
because these were quotes on incentive contracts. 

Now, if there is some doubt about it, 1 would be glad to have this 
clarified, to be certain. 

Mr. Harpy. If that is the case, Colonel, the only way those prices 
could have gone would have been down. 

So the quotes you are talking about there would have been your 
target prices and you would have had to have—that would have been 
your maximum, to say the least. 

Colonel Buatreav. Sir, targets are exceeded as well as go down. 

Mr. Harpy. Oh, I understand. But we are not talking about that 
kind of target, I don’t think. 

And if your testimony is accurate, then the GAO has misinformed 
the committee. 

General Davis. May I 

Colonel Buatreav. I don’t think the GAO has misinformed. I 
think there is room for clarification here. 

General Davis. Mr. Chairman, I would like to look into this further 
and clarify it and supply it to the committee. 

Mr. Hésert. This is the first time this has been raised, through all 
these discussions. It is the first time it has been raised. 

General Davis. Our people in Dayton did look into these that the 
GAO reported, quite thoroughly. Colonel Blatteau has been in 
charge of looking into them. His memory seems to be at divergence 
to the testimony of the GAO. I think we are obliged to clear this up, 
and we will give it to you as quickly as we get it. 

Mr. Price. Specifically, the GAO says this information was known 
to the contractor but was not furnished to the Air Force or used in 
establishing target prices. 

Mr. Courtney. That is right. 

Mr. Price. That is the GAO statement. 

Colonel Biarreav. And this is correct. This was quoted informa- 
tion that Lockheed had received from their subcontractor. But I 
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am—and I will verify this—but I am pretty certain these at that 
int were not actual prices. 

Mr. Price. Well, let’s see. 

Colonel Buarreau. They were estimated quotes, and they were 
jower than the quotes which the Lockheed Co. used in their target 
proposals. pata. 

Mr. Priczr. The GAO said this: 


We find that the target prices included amounts for subcontracted airframe 
components which were $2,844,000 in excess of Lockheed’s anticipated cost for 
these items based on firm price quotations obtained by the contractor before 
the target price proposals were submitted. 

Colonel Buarreav. Sir, the question is: Were these firm price quota- 
tions for subcontracts that would be on straight fixed price contracts 
or were these firm price quotations for subcontracts that would be 
on incentive-type contracts ¢ 

Mr. Price. I know that. 

Colonel Biatreav. Well, I think that is the basic question we should 
satisfy ourselves on. 

Mr. Hésert. I think so. It is the first time it has been raised. 

Mr. Courrney. Whether they were or whether they weren’t, the 
question of the negotiator would have elicited the actual fixed price 
which the GAO is talking about, which was $2,833,000 less than the 
price proposal. 

Now, my question comes back 

Mr. Harpy. I hope we will get an answer to the thing that is factual 
and not one that just tries to protect somebody else from criticism. 

Mr. Courtney. The question 

Mr. Harpy. I don’t care where the criticism rests. 

Mr. Héserr. In the General Motors case, the actual vouchers were 
there, and the Air Force failed to look at them. The actual costs— 
the actual paid vouchers were there. 

Colonel Buarreav. Sir, I can’t speak to the General Motors case. 
I don’t know about that one. 

Mr. Hésertr. That is our classic. 

General Davis. That is the old one. 

Mr. Courtney. General, is it your opinion that this instruction is 
susceptible of misleading or could mislead a contracting officer to the 
emphasis he ought to place as the General Accounting Office indicates 
on obtaining true and correct cost figures ? 

General Davis. I would like to ask Mr. Racusin to answer that, be- 
cause he has been on the Armed Services Procurement Regulation 
Committee for many years. 

If you take it out of context, the way you read it to me, Mr. Courtney, 
I would certainly have to agree it could mislead him. 

Mr. Courtney. It certainly has been changed about six times, in 
not many years. This is the latest version. 

Mr. Racustn. Mr. Courtney 











Mr. Gavin. Would you please talk louder ? 

Mr. Racusry. If you look at that paragraph that you have just 
read standing by itself I guess it could be construed as being mislead- 
ing to our contracting officers. 

But when read in context with the rest of the provision which fol- 
lows immediately after concerning price techniques, involving price 
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analysis and cost se 0H I don’t think that our people in the field 
are being mislead by that one isolated sentence or paragraph. 

Mr. Harpy. What do they do, then ? 

Mr. Racusin. They are obliged to conduct price analyses and cost 
analyses. When, for example, they don’t have adequate competition, 
they analyze the proposal that has been submitted, Mr. Hardy. 

Mr. Harpy. In other words, then, if they did not in fact ask for this 
information which GAO has eriticized them for, then they didn’t 
follow the regulations ? 

Mr. Racustn. I think we would agree, Mr. Hardy. 

Mr. Harpy. That is it. 

Mr. Racustn. There has been some deficiency in that particular 
negotiation. I don’t think there is any issue on that point, sir. 

Colonel Buarreav. I think the record also will show that our people 
did ask for that information and raised questions about that particular 
part of the contractor’s proposal. 

Mr. Harpy. Now, the point is whether somebody is trying to get 
amemory that would be convenient, or is there something to back it up. 

Mr. Courrney. General, that is the only question I had, as to 
whether that would be a possible explanation of how these things 
were happening. I don’t know. . 

General Davis. Well, I have to admit that there is a possibility that 
it could happen. 

I would like to very briefly describe our buying or negotiating 
technique on these major contracts. 
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We use what we call the team concept of buying. We don’t let any 
one man do this all by himself. It is much too complicated a job, too 
complex. 

The contracting officer—if we can refer to him as the quarterback 
of the team or the pivot man. But he has quite a team of people to 
call on, depending on the case at hand. Now, it just doesn’t mean 
that every one of these people would be in attendance on every con- 
tract negotiation. But he can form a team for each negotiation that 
has all of the specialized knowledge required for the case that is on 
the table. 

He has price analysts, auditors, small business specialists, attorneys, 
engineers, quality control, production specialists 

Mr. Hinerr. General, there, you mentioned the word “auditors.” 
It has been indicated and I think we are in agreement on that, that 
the auditors have not been used much as they should have been used. 

General Davis. They weren’t used as much 3 or 4 years ago as they 
should have been, that is true. 

Mr. Hi&nerr. That is the reason you put on 203 more auditors. 

General Davis. That is one of the reasons. 

Mr. Héperr. One of the reasons. 

Mr. Harpy. And that raises a question as to the extent to which 
they are used before negotiation, rather that afterward. 

General Davis. Well, we have gotten out some instructions to our 
field people in the last 7 or 8 months, that changed this picture 
drastically. They are using them in the price proposal area now 
about 400 percent more than they were last year. 

Mr. Gavin. What is this? What do you call this? A buying 
team; is that right? 

General Davis. Yes, sir. I just list some of the specialized assist- 
ants that are available to the contracting officer. 

Mr. Gavin. How would they tie in with that new Ballistic Missiles 
Division ¢ 

General Davis. They follow the same technique out at ballistic 
missile center. 

Mr. Gavin. If we get too many of these teams in the field, like this 
Ballistic Missiles Division, to which you referred here, and then you 
got the buying team—and won't there be some- 

(reneral Davis. No, these people are a part of that team. When 
they get ready to negotiate a contract, the contracting officer has avail- 
able this kind of talent in various places in that organization, that he 

can call on for assistance, on an ad hoc basis, to negotiate this contract. 

This doesn’t mean that this team of people are in existence sitting 
ina room labeled “Contract Negotiators,” and they sit there all the 
time and negotiate the contract. 

Mr. Gavin. Who has the final say-so, the buying team or in this case 
the Ballistic Missiles Division ? 

General Davis. Well, the final say-so actually is taken care of in 
this review process, where it gets reviewed by three checkpoints. The 
Judge Advocate General reviews it. Then it goes to our Procurement 
Committee, which I explained out at Dayton as being a senior com- 











530 


mittee of civilian specialists who spend full time reviewing contracts, 
that is terms of contracts. 

Mr. Gavin. It would appear to me, rather than simplifying our 
overall structure, it is becoming more complicated and isi 

Mr. Héserr. Go on, General. 

General Davis. That isa question I can’t debate. I agree that some- 
times it looks like everything we do gets more complicated. But then 
you challenge somebody on it and they can usually prove to you that 
what they have done is not more complicated, but it has to be done 
that way. 

Mr. Harpy. Yes, and you can put another level on top, for some- 
body else to review. 

General Davis. Well, to answer your question directly, Mr. Gavin, 
After this specialized committee, procurement review committee, have 
reviewed this contract in detail, it must. be signed by the director of 
procurement and production, who is the general officer on General 
Anderson's staff, who is responsible for procurement. He must man- 
ually sign the contract as having his approval. 

So this is one of the ways you sort of offset this quality of personnel 
business that we talked about a while ago. You can’t get one man 
that can do all that by himself, and we admit that. We will never 
find him. 

Mr. Gavin. That final officer in charge has a tremendous responsi- 
bility under this system. 

General Davis. That is the reason he has to have this highly special- 
ized committee that spends full time reviewing contracts. 

Here is just a brief outline of the negotiating process. The con- 
tractor submits a proposal. Incidentally, I now want to get this 
shocker out here. 
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It can’t go on the record. But I just want the committee to see the 
size—I could almost say how many pounds it is for the record. 

Mr. Harpy. That looks like the Junk mail that comes in my office 
every morning. [Laughter. | ; 

General Davis. This is the pricing data that was submitted by the 
contractor for one contract recently. This has to be analyzed the best 
ye can by our field people. You can see that those are not padded. 
Thase are not newspapers. 

Mr. Gavin. Put that on the floor, where you can see them. [Laugh- 
ter. 

oe Héserr. Put it inthe empty witness chair. [Further laughter. ]} 

Mr. Gavin. Let me ask you what was the amount of that particular 
contract, on the correspondence involved in that contract ¢ 

General Davis. Have you the amount? 

Colonel Biarreav. I don’t recall the amount. But we can get it 
out. 

Mr. Gavin. What was the contract? You have piles of stuff here. 
Somebody ought to know who got the job and what the price was. 

General Davis. It isa Boeing B-52 contract. 

Mr. Gavin. Boeing B-52? 

What was the amount of it? How much money ? 

Colonel Buarreavu. $387 million, sir. 

Mr. Gavin. That isn’t too much correspondence. {Laughter.] 

I don’t thing you ought to bring that in. A $387 million contract: 
You only got one bag and another file. In our offices, we get tremen- 
dous files, too. But $387 million. 1 wouldn’t say that that was too 
heavy. 

General Davis. Mr. Gavin, I didn’t say it was too much. I merely 
said that is what we get. 

Mr. Gavin. You bring that in as evidence, that it isamazing. Iam 
notamazed at that, for $387 million. 

Mr. Héserr. We get more than that on one bill. [ Laughter. ] 

Secretary Taytor. For nothing. 

Mr. Héserr. For nothing. 

General Davis. Well, I have to justify all these people I am going 
toshow you in a minute that I have employed. [ Laughter. ] 

Mr. Gavin. You are not doing much justification with me, on a 
$387 million contract, if that is all you have. 

Mr. Hésert. General, I think we better pause here because the bells 
have rung for the House floor. We will have to come back tomorrow 
norning to complete, I hope, at that time. We have given you a good 
stayin Washington. Sowe will recess until tomorrow. 

reneral Davis. I picked a hot week to stay, too. 
Mr. Hénerr. We will recess until 10 o’clock tomorrow morning. 
(Whereupon, at 11:55 a.m., the committee adjourned.) 
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WEAPONS SYSTEM MANAGEMENT AND. TEAM: SYSTEM. 
CONCEPT IN GOVERNMENT CONTRACTING 


FRIDAY, JUNE 12, 1959 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 o’clock a.m., Hon. F. Edward Hébert 
(chairman of the subcommittee) presiding. 

Mr. H&ésert. The committee will be in order. 

General Davis, you were testifying yesterday when the committee 
recessed. You will please continue. 

General Davis. Yes, sir. 

In my description of the weapons system management procedure, 
[had reached the point of negotiating a contract. 

I had started to outline the various steps in the negotiating process. 
[had just about finished that. 

Where the contractor submits his proposal to the Air Force, it is re- 
viewed in the field by the plant resident—people in residence at the 
plant, including the auditor. Then it gets a procurement team review 
at Wright Patterson Air Force Base. 

They go through a series of factfinding procedures. And then 
they get together ‘as a team and plant a type of contract and a general 
ac Sapa to make the contract for the initial negotiation. 

is is reviewed by the Director of Procurement and Production 
and his staff, and when approved then the negoiation takes place 
with the contractor. 

Now, after this contract is let it must be administered in thefield. I 
would like to cover very briefly the method by which we control 
or administer the contracts once they are definitized. 

On this map I have spotted the field activities of the Air Force in 
the contract administration business. 
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The red dots represent what are called air procurement districts. 
They are located as you see in large cities, scattered throughout the 
country. Their job is to administer contracts within that geograph- 
ical area. 

The blue dots are Air Force plant representatives. They are in 
residence at the major contractor’s facilities. And their job is to ad- 
minister the contracts that are held by that particular prime 
contractor. 

The green dots are air procurement offices. They are a smaller 
yersion of the air procurement district, and operate under the direc- 
tion of the air procurement district. For example, we have an air 
procurement office at Minneapolis, that operates under the Milwaukee 
district, because there is enough concentration of industry and con- 
tracts in the Minneapolis area to require an air procurement office in 
that area. 

Then the small yellow dots are called officers in charge—OIC. 
That is a very small office. They are located at plants where a resi- 
dent inspector or a resident ACO are required, but are not large 
enough activity to require a complete staff like an air procurement 
office would have. 

Now, in the contract administration business in the field we have 
approximately 2,600 — In the production business we have 
about 1,400. In the quality control end of it we have about 4,000, 
about 500 in industrial property, and 130 in flight test. 

Now, these types of specializations are located in each of these areas 
that I have indicated on the map. 

Incidentally, we have about 1,000 auditors scattered generally about 
the same pattern across the country. 

Mr. Courtney. General, are the auditors a part of these adminis- 
tration offices, or are they independent ? 

General Davis. They are independent. They operate under the 
Auditor General; and the procurement people I have listed here are 
apart of the Air Materiel Command organization. 

r. Courtney. But AF audit is independent ? 
- General Davis. Yes, sir. 

And here are the three major control points in the weapons system 
management business. As I outlined earlier, the weapons system 
project office is the principal activity. It gets involved in these func- 
tions: Negotiation, subcontract structure, pricing, scheduling, change 
approval. 
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The next agency that is involved in management is the Air Force 
plant representative. He gets involved in these functions: Contract 
compliance, subcontract approval, accounting and expenditure, utiliza- 
tion of resources, quality control. And he processes contract changes. 

Another point is the air procurement district that I have just men- 
tioned: He supports the Air Force plant representative in geographi- 
cal areas, where he has secondary administration. 

Mr. Courtney. General, before we leave that subject, I asked the 
question about audit being independent, to which you answered “Yes.” 

Now, are these auditing reports made available to the contracting 
officers in these various areas ? 

General Davis. Yes; they are. 

Mr. Courtney. Immediately ? 

General Davis. Yes, sir; they are. As a matter of fact, in the 
larger plants, usually the auditor and the contracting officer are 
located in the same building. 

Mr. Courtney. Yes. 

General Davis. Very close together, and they work closely together. 

Mr. Courtney. If they are independent, then, is there any possi- 
bility that the information which they develop would not be made 
nee Hw to the contracting officer or the administrative officer, what- 
ever you choose to call them, immediately ? 

General Davis. Well, I don’t see why they couldn’t be. His sole 
——— in life is to serve or help that contracting officer. That is his 
only job. 

Mr. Courtney. So while they are independent, they are neverthe- 
less appurtenant, if you please, a part of the whole complex, and the 
information developed is and can be made available to those who 
might be required to use it ? 
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General Davis. Yes, sir; that is correct. 

Mr. Courtney. That is the only question I had. 

Mr. Hesert. All right, continue. 

General Davis. And the last agency involved in the administration 
are the air procurement officers and the officers in charge. And they 
are on-site representatives of the air procurement district. 

Now, [ have skipped very hurriedly over their contract control. It 
isquite involved. 

s I was showing yesterday when you adjourned—a typical price 
submission on a contract: I think it weighed about 20 pounds, and it 
takes a lot of man-hours to go through and analyze that much data. 

It has been suggested that in some instances maybe we don’t have 
enough people in administering contracts. And in other instances 
it has been suggested that maybe we have too many people working 
for the Government. So we are on the horns of a dilemma in this 
business of ours. 

We try to apply our resources to the best advantage, and within 
reason. 

Mr. Hesert. I might comment there, General, the expression that 
you used—I think your words were: “It has been suggested we have 
too many people working on contracts,” and then you say, “We have 
toomany people—some say we have too many people working for the 
Government.’ 

General Davis. Yes, sir. 

Mr. Héserr. But none of them have said “we havetoo many people 
working on contracts.” 

General Davis. It has been inferred—not by this committee. Don’t 
misunderstand me. 

Mr. Harpy. Maybe he got that from my suggestion, Mr. Chairman, 
that maybe we have too many levels, because every time a squawk is 
made they add another level to review what somebody else is review- 
ing. I think we have too darn many reviewers that we can shake a 
stick at. 

General Davis. That completes my briefing, Mr. Chairman. 

Mr. Héserr. Thank you very much, General. We appreciate it. 

Now, you were going to give us copies, I understand, of the charts, 
so the record can show it. 

General Davis. Yes, sir. 

Mr. Héperr. Because, as you know, we have had this informally. 
We want it formally for the record. 

General Davis. Yes, we have them with us. We will be glad to 
furnish them. 

Mr. Héperr. Any questions, Mr. Hess? 

Mr. Hess. No. 

Mr. Héperr. Mr. Hardy? 

Mr. Harpy. No, sir. 

Mr. Hépert. Thank you 

Mr. Courtney. I have two questions, Mr. Chairman. 

Mr. Héperr. Mr. Courtney. 

Mr. Courtney. The first deals with the recent release of the De- 
partment of Defense concerning progress payments. 

Yesterday, General Anderson testified that the progress payments 
on incentives, and I guess other contracts for that matter, in the gen- 
eral area of which he was speaking, were 70 percent. 
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Now, that is not the complete story, is it, General? ‘Phere are some 
changes that have been made in that program, are there not? 

General Davis. You are probably referring to an article in the Wal] 
Street Journal this morning, which I thought was very comprehen- 
sive. I doubt if I could explain it any betver than the Wall Street 
Journal did. 

This does not alter the 70-percent progress payment poiicy. It 
only changes, as the Journal pointed out, our method of recouping 
those progress payments that we have made when he delivers an item 
to us. 

We have been more severe than the rest of the Department of De- 
fense and in effect we have been withholding 7u percent of the con. 
tractor’s profit until the end of the contract deliveries. 

The Secretary determined, after recommendations from the ATA 
and other people, that we should modify our procedure and get it in 
line with the rest of the Department of Defense, since it appeared 
that there were some financial hardships being worked. 

Mr. Courtney. I had understood that you segregated profit. How 
would you withhold 70 percent of profit, unless you segregated it? 

General Davis. If you read the article carefully, ae noticed that it 
was pointed that we pay progress payments at the rate of 70 per- 
cent of incurred costs. Costs, now, actual cost, audited. But wh 
we receive an invoice from the contractor, we were taking back 70 per- 
cent of the price—the price, now, the billing price, which of course 
includes profit. 

Mr. Courtney. That is right. 

General Davis. The net effect of which is that we actually withheld 
from him 70 percent of his profit, because we were recouping our prog- 
ress payments at a faster rate than we paid them out. 

Mr. Courrney. General, I have another question, with reference to 
the supervision or allowance or allowability, if you please to call it 
that, of executive salaries and bonuses. For something like 5 years 
we have been seeking in the committee, by semiannual solicitations, a 
declaration of policy in the armed services procurement regulations, 
article 15 to be precise. 

(General Davis nods.) 

Mr. Cocrrney. And when we were in Dayton you were kind enough 
to furnish us with what I will describe—and you may differ, if you 
choose—as an informal or not-for-publication set of guidelines under 
which you were operating. 

General Davis. Yes, sir. 

Mr. Courtney. This came to you within recent months, as I un- 
derstand, General. 

General Davis. I think the date of that was back in January. 

Mr. Courtney. January ? 

General Davis. Yes, sir. 

Mr. Covurtnry. And this is the first expression of policy which you 
have had from the Department of Defense as a whole on those por- 
tions, or those omitted portions of section 15 of the Armed Services 
Procurement Regulations, which give you any guidance; isn’t that 
right ? 

General Davis. I am afraid I will have to ask Mr. Racusin about 
that. I don’t believe that is right, Mr. Courtney. 
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Mr. Courtnry. Well, what-is the fact? 

General, Davis. Because the old ASPR, Armed Services Procure- 
ment Regulations, did cover generally this area—did it not, Mr. 
Racusin ¢ 

Mr. Racustn. Yes. Mr. Courtney, there was an issue among the 
departments with respect to the interpretation of the language that 
existed in the ASPR relating to the allowability of costs for incen- 
ive plans. And as you have indicated there was some considerable 
period of time until that was finally resolved on the Department of 
)efense-wide basis. That was not resolved actually and we did not 
receive a final determination until December of 1958. 

Mr. Courtney. Well, it still isn’t in the published ASPR, is it? 

Mr. Racusrn. It is in the proposed revised set of contract cost prin- 
ciples, Mr. Courtney. But under the existing ASPR, we now have 
auniform determination to accept them. 

Mr. Courtney. Then we are to understand this is Department of 
Defense- wide ¢ 

Mr. Racusin. Yes, sir. 

General Davis. May I explain further, Mr. Courtney ? 

Mr. Courtney. Yes, sir. 

General Davis. We were out of step, again, in this regard in past 
years, because the policy of the Department of Defense was permis- 
sive and it was very general and broad, as you have indicated. 

Mr. Courtney. Yes. 

General Davis. It was determined by the Assistant Secretary for 
Materials, Mr. Roger Lewis, that the Air Force would not allow these 
various plans. 

Mr. Courtney. That you would not allow bonuses and incentive 

General Davis. Well, we call it incentive compensation plans. 

Mr. Courtney. Yes, sir. 

_ General Davis. As cost, if they were paid out of profits. 

This was a written policy 

Mr. CourtNEy. You mean unless they were paid out of profits? 

General Davis. Well, either way. 

Mr. Courtney. Either way ? 

General Davis. But this was a secretarial, internal Air Force pol- 
cy, that we applied. It was never changed until this piece of paper 
from the Department of Defense came out, in January. 

Then the Secretary changed our internal policy to allow these plans, 
if you will, and these are the general guidelines and the more specific 
guidelines that we issue to the field for our own internal management 
of the policy. 

Mr. Courtney. Mr. Chairman, I would ask that this be incor- 

rated in the record in whole as a part of the general’s testimony. 
tis an internal memorandum for the Air Materiel Command dated 
January 21, 1959, to which there is an attachment of several para- 
graphs, indicating the guidance which has now been given to the 
Air Force and accepted by the Air Force, superseding any internal 








policy that may have heretofore been in existence. 


Mr. Héverr. Without objection it will be inserted in the record as 
part of the general’s statement. 
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(The document referred to is as follows :) 


HEADQUARTERS, AIR MATERIEL COMMAND, 
U.S. Arr Force, 
Wright-Patterson Air Force Base, Ohio, January 21, 1959, 


Subject: Allowability of Costs of Compensation for Personal Services. 

To: MAAMA (145), SBAMA (95), MEMPHIS AFD (25), LMP (Hq AMC) (160), 
OCAMA (120), OOAMA (60), ROAMA (25), MCPY (10), SAAMA (7%), 
WRAMA (75), SMAMA (80), DAYTON AFD (25), LBP (40), MOAMA 
(105). 

Attention: (AMA’s and Depots) Director of Procurement and Production 
LBP), Director of Procurement (MCPY), Chief (LMP), Chief, Contract 
Support Office. 

1. INTRODUCTION 


Pending revision of ASPR XV this letter supersedes Hq. AMC TWx’s 
MCPPBP-11-8-E dated 1 December 1954, and 4-18-E dated 28 April 1955. 
Effective immediately, the policies contained in this letter apply to allowability 
of cost of compensation for personal services. 


2. POLICY 


Guidance concerning the policy and treatment of compensation expense will 
be in accordance with attachment No. 1 to this letter. Attachment No. 1 is 
either quoted from or based on the 21 August 1958 draft of the Department 
of Defense statement of Contract Cost Principles. The Assistant Secretary 
of Defense (Supply and Logistics) has decided that the definition and allow- 
ability of compensation will be in accordance with this statement. 


3. PROCEDURES APPLICABLE TO PROFIT-SHARING INCENTIVE COMPENSATION 


Where DOD contracts are normally greater than 50 percent of a contractor's 
total sales, the contracting officer will, before accepting compensation cost 
under any plan, regardless of the method of payment or participatior, which 
includes in whole or in part a formal sharing of profits or is in any way, shape, 
or form measured by, dependent upon, or contingent upon profit, forward the 
plan with his comments to Hq. AMC (MCPF) for advice. Where DOD con- 
tracts are normally less than 50 percent of a contractor’s total sales, the con- 
tracting officers need not forward the plan for advice. All plans forwarded 
should include a detailed history covering the last three-year period showing 
the actual individual distributions made. 


4. PROCEDURES APPLICABLE TO TOTAL INDIVIDUAL COMPENSATION 


a. Subject to the review required in 3 above the contracting officer must 
determine the reasonableness and allocability of individual compensation. How- 
ever, when the amount proposed to be paid under incentive compensation is in 
excess of 10 percent of a basic salary ($25,000 and over), previously accepted 
pursuant to advice from Hg. AMC, the advice of Hq. AMC (MCPK) will be 
obtained by the contracting officer before accepting such amounts even though 
he considers such amounts to be reasunable. 

b. In addition to consideration in future negotiations, contractors may present 
as items of cost payments made under existing incentive plans which would be 
properly allocable under the revised policy contained herein to contracts under 
which such payments have not previously been accepted. Contracting officers 
may give such costs consideration subject to the policies contained in this letter, 
provided the amounts are considered reasonable and properly allocable to a 
contract which remains open for payments. Cases where there is doubt as to 
whether the contract is open for payments should be referred to the appropriate 
Judge Advocate for advice. 
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5. DISTRIBUTION 


Sufficient copies of. this letter are attached for distribution to all AF procuring 
and administrative contracting officers under your jurisdiction. 


For the commander: 
(Signed) W.R.Graatman, 
Colonel, USAF, 
Deputy Director/Procurement, 
Directorate of Procurement and Production. 


ec: AMFEA (2), AMFPA (2), MCLIB (2), MCIB (7), ARDC (10), MCJ (10). 
ATTACHMENT No. 1 
COMPENSATION FOB PERSONAL SERVICES 
1. GENERAL 


(a) Compensation for personal services includes all remuneration paid cur- 
rently or accrued, in whatever form and whether paid immediately or deferred, 
for services rendered by employees to the contractor during the period of contract 
performance. It includes, but is not limited to, salaries, wages, directors’ and 
executive committee members’ fees, bonuses, incentive awards, employee stock 
options, employee insurance, fringe benefits, and contributions to pension, annuity, 
stock bonus, and plans for incentive compensation of management employees. 
Except as otherwise specifically provided in this paragraph, such costs are 
allowable to the extent that the total compensation of individual employees is 
reasonable for the services rendered and are not in excess of those costs which 
are allowable by the Internal Revenue Code and regulations thereunder. 

(b) Compensation is reasonable to the extent that the total amount paid or 
accrued is commensurate with compensation paid under the contractor’s estab- 
lished policy and conforms generally to compensation paid by other contractors 
of the same size, in the same industry, or in the same geographic area, for 
similar services. However, certain conditions give rise to the need for special 
consideration and possible limitation as to allowability for contract cost purposes 
where amounts appear excessive. Among such conditions are the following: 

(1) Compensation paid to owners of closely held corporations, partners, sole 
proprietors, or members of the immediate families thereof, or to persons who 
are contractually committed to acquire a substantial financial interest in the 
contractor’s enterprise. Determination should be made that such compensa- 
tion is reasonable for the actual personal services rendered rather than a dis- 
tribution of profits. 

(2) Any change in a contractor’s compensation policy resulting in a substan- 
tial increase in the contractor’s level of compensation, particularly when it 
was concurrent with an increase in the ratio of Government contracts to other 
business, or any change in the treatment of allowability of specific types of 
compensation due to changes in Government policy. 

(3) The contractor’s business is such that his compensation levels are not 
subject to the restraints normally occurring in the conduct of competitive busi- 
ness. 


(c) Compensation for services rendered paid to partners and sole proprietors 
in lieu of salary will be allowed to the extent that it is reasonable and does 
not constitute a distribution of profits. 

(d) In addition to the general requirements set forth in (a) through (c) 
above, certain forms of compensation are subject to further requirements as 
specified in 2 through 6 below. 


2. SALARIES AND WAGES 


Salaries and wages for current services include gross compensation paid to 
employees in the form of cash, product, or services, and are allowable subject 
to the test stated in 1 above and applicable regulations pertaining to Overtime, 
Extra Pay Shift, and Multi-Shift Premiums. 


40113—59. 
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8. CASH BONUSES AND INCENTIVE COMPENSATION 


‘Incentive compensation for management employees, cash bonuses, gs 
tion awards, safety awards, and incentive compensation based on produced 
cost reduction, or efficient performance, are allowable to the extent that the 
overall compensation is determined to be reasonable and such costs are paid or 
accrued pursuant to an agreement entered into in good faith between the cop. 
tractor and the employees before the services were rendered, or pursuant to an 
established plan followed by the contractor so consistently as to imply, in effect, 
an agreement to make such payment. Bonuses, awards, and incentive com. 
pensation when any of them are deferred are allowable to the extent provided 
in 6 below. 


4. BONUSES AND INCENTIVE COMPENSATION PAID IN STOCK 


Costs of bonuses and incentive compensation paid in the stock of the con- 
tractor or of an affiliate are allowable to the extent set forth in 3 above (in. 
cluding the incorporation of the principles of paragraph 6 below for deferred 
bonuses and incentive compensation), subject to the following additional re. 
quirements : 

(a) Valuation placed on the stock transferred shall be the fair market value 
at the time of transfer, determined upon the most objective basis available; 
and 

(b) Accruals for the cost of stock prior to the issuance of such stock to the 
employees shall be subject to adjustment according to the possibilities that the 
employees will not receive such stock and their interest in the accruals will 
be forfeited. 

Such costs otherwise allowable are subject to adjustment according to the 
principles set forth in 6(c) below. 


5. STOCK OPTIONS 


The cost of options to employees to purchase stock of the contractor or of an 


affiliate is unallowable. 
6. DEFERRED COMPENSATION 


(a) As used herein, deferred compensation includes all remuneration, in what- 
ever form, for services currently rendered, for which the employee is not paid 
until after the lapse of a stated period of years or the occurrence of other events 
as provided in the plans, except that it does not include normal end of account- 
ing period accruals. It includes (i) contributions to pension, annuity, stock 
bonus, and profit-sharing plans, (ii) contributions to disability, withdrawal, in- 
surance, survivorship, and similar benefit plans, and (iii) other deferred com- 
pensattion, whether paid in cash or in stock. 

(b) Deferred compensation is allowable to the extent that (i) it is for serv- 
ices rendered during the contract period; (ii) it is, together with all other com- 
pensation paid to the employee, reasonable in amount; (iii) it is paid pursuant 
to an agreement entered into in good faith between into in good faith between 
the contractor and employees before the services are rendered, or pursuant to 
an established plan followed by the Contractor so consistently as to imply, in 
effect, an agreement to make such payments; and (iv) for a plan which is sub- 
ject to approval by the Internal Revenue Service, it falls within the criteria 
and standards of the Internal Revenue Code and the regulations of the Internal 
Revenue Code and the regulations of the Internal Revenue Service. 

(c) In determining the cost of deferred compensation allowable under the 
contract, appropriate adjustments shall be made for credits or gains arising 
out of both normal and abnormal employee turnover, or any other contingencies 
that can result in a forfeiture by employees of such deferred compensation. Ad- 
justments shall be made only for forfeitures which directly or indirectly inure 
to the benefit of the contractor; forfeitures which inure to the benefit of other 
employees covered by a deferred compensation plan with no reduction in the 
contractor’s costs will not normally give rise to adjustment in contract costs. 
Adjustments for normal employee turnover shall be based on the contractor's 
experience and on foreseeable prospects, and shall be reflected in the amount 
of cost currently allowable. Such adjustments will be unnecessary to the extent 
that the contractor can demonstrate that its contribution take into account nor- 
mal forfeitures. Adjustments for possible future abnormal forfeitures shall be 
effected according to the following rules: 
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i able and which can be currently 

fe ett rn amalne aceltiieys, Rates nee or other sound computattion, 
poy reflected by an adjustment of current costs otherwise allowable; and 

) Abnormal forfeitures, not within (1) above, may be made the subject of 

eement between the Government and the contractor either as to an equitable 

sajustment or a method of determining such adjustment. : a 

(d) In determining whether deferred compensation is for services oe . 
during the contract period or is for future services, consideration shall wrslios 
to conditions imposed upon eventual payment, such as requirements of a inu 
employment, consultation after retirement, and covenants not to compete. 

. Hésert. All right, Mr. Hardy. 

"4 Harpy. Mr. te sai I was not here and I don’t want to 
get into repetitive testimony. But there is an area which, if it wasn’t 
covered, I would like to explore very briefly having to do with sub- 

racts. ; 
*Fhcliove that was discussed, perhaps by Colonel Medberry. 

But I wanted to see if I bebe understand just what the Air Force 
responsibility is in connection with subcontracts. __ 

“ I understood it, Colonel Medberry did indicate that the Air 
Force has full responsibility for the subcontracting under the weapons 
system concept. . 

Mr. Hésert. I think, Mr. Hardy, it was General Anderson. 

Mr. Harpy. Was it General Anderson ? 

Mr. Hésert. General Anderson testified in his opening statement 
that the Air Force had complete responsibility. Is that correct ? 

General Davis. I think he testified that we cannot relieve our- 
selves of the responsibility of any facet of one of these contracts. 

I hope he didn’t leave the impression that we remove management 
prerogatives in dealing with the subcontractor, because we do not. 

We attempt within our capability to look over his shoulder—I will 
use that expression—and insure ourselves, if we can, that he is doing 
the job in the best interest of the Government. 

r. Harpy. I think you put in that little parenthetical observa- 
tion “if we can,” and that is the thing 

General Davis. Within our capability. 

Mr. Harpy. Well, you have the responsibility. The Air Force is 
the service that has the responsibility. If you are not going to tend 
toit, then who is? 

General Davis. Well, I meant to leave this impression: A typical 





| prime contractor on a typical contract will let or release either sub- 


contracts or purchase orders at the rate of more than a thousand a 


day. 
Now, we have to selectively look at these, because we don’t have 


- enough pepnie and we couldn't possibly get enough people to look 


at detail on over 1,000 purchase orders in every one of our plants, 


| Mr. Hardy. That is the impression I intended to leave. 


Mr. Harpy. I don’t know that I am concerned at the moment with 
the individual purchase order. Insofar as the individual purchase 
order for a relatively small quantity of an item is concerned, I don’t 
think that we ought to belabor that particular point. 

Tam a little concerned, though, with what I understood was testi- 
-Mony to the effect that the prime contractor does not relieve the Air 

oree of its responsibility with respect to the subcontractors. 

General Davis. Well, it is the other way around. We require the 
tontractor under the terms of the prime contract to do the subcon- 








544 . WEAPONS SYSTEM MANAGEMENT 


tracting judiciously, if you will. But, as I say, we attempt to look 
— his shoulder to the best of our ability and see that he does it 
right. 

Mr, Harpy. Well, then, that probably is the area that is not ade. 
quately explained, because certainly insofar as the subcontracts which 
the GAO has called to our attention is concerned, the Air Force 
hasn’t done a particularly creditable job in looking over the con. 
tractor’s shoulder. 

General Davis. Yes? 

Mr. Harpy. Now, I wanted to try to understand whose responsi- 
bility that is. Is it the contractor’s or is it the Air Force’s? 

General Davis. I believe that the answer to that question would 
have to be technically the contractor’s responsibility, because under 
the terms of his prime contract he is responsible for getting fair and 
reasonable prices from his subcontractors. 

Mr. Harpy. Do you have in your contract with the prime contractor 
a provision under which you can recover from him, out of his profit, 
if he fails to exercise proper controls over his subcontracts? If you 
don’t, I don’t know how you can say it is his responsibility. 

General Davis. Nothing specifically, as you phrased it, no; that is 
correct. 

Mr. Harpy. Well, is there any other way to phrase it, General? 
If it is your responsibility and you turn it over to the contractor, and 
you don’t have any way to recover from him if he is ineffective or 
inefficient or permits losses—if you don’t have any way to recover 
from him, you have not effectively transferred to him accountability, 
have you? 

General Davis. Not in that particular instance. 

Mr. Harpy. Well, it seems to me that most of the instances that 
GAO called to our attention fall right in that category. And if they 
are typical, then we must assume that the Air Force hasn’t done a 
good job of writing a contract with the prime contractors, insofar 
as subcontracts are concerned. Is that a reasonable assumption! 

General Davis. No, I don’t agree. 

Mr. Harpy. Then straighten me out. Because I don’t want to 
make an improper assumption. 

General Davis. Well, we went through this the first couple of days 
fairly thoroughly, and it seems to me—— 

Mr. Harpy. If it is covered, Mr. Chairman, I don’t want to re- 

at it. 
 Cheoenil Davis. It is a matter of degree as to what degree of per- 
fection you can attain. 


I think I testified that we will always have GAO reports. Ina 


business as big as ours, it is impossible to reach perfection. 

General Anderson testified to that. The Secretary testified to that. 

And I would not sit here and say that we can devise a procedure 
that will prevent a situation like the GAO brought to your attention. 

Mr. Harpy. Let me see if I can boil it down into two or three funda- 
mental questions which I think perhaps are fundamental. 

As I understood some of the testimony that we had previously from 
the contractors, they consider themselves to be agents for the Air 
Force. They also have indicated that the Air Force waived approval 
of subcontracts under a certain figure. 
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General Davis. That is correct. Sjesinebrd ; 
Mr. Harpy. Some of those I think indicated that you waived ap- 
roval of contracts not in excess of $1 million, which is a right good- 


| sized contract. At least I believe that isso. 


General Davis. I don’t know of any that large, Mr. Hardy. 

Mr. Harpy. What would you say is the biggest one? 

General Davis. I would say that about $100,000 is the cutoff point 
at which what we call our contract, approved contract, or purchasing 
system applies. : 

Mr. Harpy. I am pretty sure in your testimony today you said that 

ou required the contractor, the prime contractor, to submit to you 
Ge rocedures for subcontracting. 
neral Davis. For selecting subcontractors. 

Mr. Harpy. Well, it is only a matter of selection ? 

General Davis. You see, that is the testimony yesterday, their 
procedures for selecting the subcontractors. 

Mr. Harpy. You don’t require him, then, to submit his procedure 
for negotiating a price with the subcontractor ¢ 

General Davis. Not in each case; no, sir. 

Mr. Harpy. So, then, after he has given you his procedure for 
making his selection of subcontractors, he is at liberty to negotiate a 

rice on any basis that he sees fit and you don’t even look at it, unless 
itexceeds the amount that you have a cutoff on ? 

General Davis. That is right. If it exceeds $100,000, it will defi- 
nitely be looked at, both by the Air Force administrative contracting 
oficer and the auditor, probably, and will have to be approved by 
the administrative contracting officer before the contractor can—— 

Mr. Harpy. That is the individual procurement ? 

General Davis. Yes, sir. 

Mr. Harpy. And that looking over—is that normally just a per- 
functory proposition ? 

General Davis. It is not. 

I know this is a debatable subject, Mr. Hardy, because in things like 
this performance varies all over the lot with people. 

You will find some administrative contracting officers that will do 


| anexhaustive job, and — will find some others that will do a lesser job. 


Mr. Harpy. Well, the thing I was leading up to is this: What, if 
any, mechanics do you have for assuring that with respect first to the 
subcontracts for which a waiver has been provided ? 

General Davis. Yes. 

_ Mr. Harpy. What test do you apply to determine that the contractor 
is, No. 1, following the procedures which he outlined to you, and No. 
2, that the procedures he is following both with respect to selection 
and to negotiation are adequate to protect the Government’s interests? 

General Davis. We have a team, I guess you would call it, of people 
that survey the contractor’s purchasing and subcontracting system 

nodically. They make the survey by a set of criteria that they have 

eveloped over the years, and see if he meets muster—that is, if he 
comesuptopar. I f he does, he gets an approved purchasing system— 
rating, approved rating. Then periodically they go back and review 

Ssystem again—audit, so to speak, how he is doing it. 

Mr. Harpy. What information do you have that would determine 
or make it possible to determine whadlian that so-called inspection, or 
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whatever it is the team does, really provides any assurance whatever | 


that the interests of the Government are protected ? 
General Davis. Well, it is like any other business procedure. There 
have been good ones established over the years and have been tried and 

roven. Ifthis man’s procedure, as I say, meets a reasonable standard, 
it is assumed it will doa reasonable job. But then daily, hourly, you 
might say, the administrative contracting officer sees it in action and 
if he suspects that the contractor’s purchasing system is deteriorating 
he can remove their approval just like that [snaps fingers]. 

Mr. Harpy. He can, but does he actually? I don’t know how many 
instances you have of that character. It may be that you have estab- 
lished procedures which on the surface should be effective, but I am 
trying to determine whether or not you have any way of testing those 
procedures to know whether or not they are working. That is the 
whole purpose of this series of questions. 

General Davis. Yes, sir. 

I would like also in that connection to point out that we have a 
system of checks and balances in effect all the time. 

We have the Inspector General, as you know 

Mr. Harpy. If you have, General—and this gets right back to the 
meat in the coconut. If you have, I don’t know how some of these 
big deficiencies, which I choose to call them, which the GAO has 
pointed out, have occurred. I don’t know how, if you really havea 
system of checks and balances that is supposed to work—I don’t know 
how we could have had the General Motors proposition, I don’t know 
how we could have had the Boeing proposition, or the others that we 
have had that have been so glaring. 

If you have machinery that is designed to do the job and is really 
performing, then I don’t know how these could have occurred. Now, 
that is why I asked you the question. The machinery broke down, 
didn’t it ? 

Mr. Gavtn. I think that is a good question, too, because that is the 
question I asked when we were out to Wright-Patterson. 

Mr. Harpy. There is just one other aspect to this whole problem. 

I understand that generally speaking the negotiated profits on this 
type of a contract on the prime contractor runs 6 to 8 percent. 

(General Davis nods. ) 

Mr. Harpy. Now, if the Air Force has still got a responsibility with 
respect to the subcontractors on these jobs, I don’t know why you 
have to pay him 6 percent to do the job you are supposed to be doing. 
It looks to me like you have a duplicate cost there. If you are main- 
taining the people to control these subcontractors—control these sub- 
contracts, and you still got that responsibility—as I understood had 
been testified 

General Davis. Of course 

Mr. Harpy. Then you are doing the job yourself, you are taking 
the responsibility yourself, and are paying the prime contractor to do 
it for you. If we could cut 6 percent off of the cost of these subcon- 
tracts it would be a right substantial saving to the taxpayers of the 
United States. 

General Davis. Well, Mr. Hardy, you are only looking at one ele- 
ment of the contractor’s performance and for the profit. We don’t 
pay the man a profit for just doing one of the things for us. 
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Mr. Harpy. Oh, I understand. 

General Davis. He does a lot of other things besides subcontracting. 

Mr. Harpy. I understand. So, then, you are not paying him for 
his subcontract. performance at all. You are assuming that responsi- 
bility yourself. 

General Davis. No, sir. 

Mr. Harpy. And that is not figured in when you negotiate his 

rofit. 

’ General Davis. No, sir. We are also depending on him, too. But 
the profit in any price has to take into account all of the factors, and 
we have to have—this has to be a weighted sort of a thing. 

Mr. Harpy. But you are weighting it pretty heavily in favor of the 
contractor, it seems to me, if you are going to pay him from 6 to 8 
percent on the total contract, and then excuse him from responsibility 
with respect to his subs, which frequently is a major part of the total. 

(Secretary Taylor nods negatively.) 

Mr. Harpy. Mr. Secretary, you go ahead. If you want to just 
take this thing over, I will be tickled to death. But I think we have 
a system here that certainly needs a lot better explanation than I have 
heard. Maybe it was given. 

Mr. Chairman, don’t let me repeat what has already been testified. 

Mr. Hésert. Mr. Secretary, do you care to comment ? 

Secretary Taytor. Well, your basic assumption is the system is no 

because of GAO cases. 

Mr. Harpy. I didn’t makethat assumption. But I raised a question 
and I have not gotten an answer. If you can give me one, then I 
would like to have it. 

Secretary Taytor. You said that the system couldn’t be any good 
if 





Mr. Harpy. I don’t.think so. 

Secretary Taytor. If the GAO cases had occurred. Now, if you 
start from that assumption, then the system is no good. Then you 
developed the fact that the responsibility of the contractor must. be 
assumed by the Air Force. Therefore, the contractor shouldn’t be 

aid. 

" Now, the Air Force is holding the contractor responsible for his pro- 
curement and he is inspecting that procurement to see that it is done 
accurately and properly, and therefore exercising the Air Force’s re- 
sponsibility over the subcontractor. Now, none of these systems are 
any better than the people that are working in them, and we don’t 
have prefect people in all our phase. We try to educate our people 
tomake them as good as they can be. We try to hire the best people 
that wecan. Wetry to work asystem which will operate. 

But the same criticism that you put out could be applied to any 
business. If any business has an error in it, the president is at fault. 
So nobody else should get paid. 

Mr. Harpy. Mr. Secretary, I will say this to you: My business ex- 

rience has been in relatively small figures compared to what. we are 

oing business here. But with the little business I have been con- 
cerned with, if I found that my administrative personnel were as lax 
as it seems to me from what we have had here indicates that the Air- 
Force has been, I would have fired them. 

Secretary Taytor. What percentage of error would you think would 
be acceptable ? 
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Mr. Harpy. I don’t know what the percentage of error is, and J 
don’t know whether anybody has established what the percentage of 
error in this business is. I hope we can pinpoint it. But I dont 
think we have made it yet. Now, I don’t think I made the assum 


tion a while ago that you gave me credit for making. I raised the | 


question as to what test is applied by the Air Force to determine the 
effectiveness of the machinery that has been set up. I also said, if 





you have adequate tests, then why didn’t you catch these big glaring | 


items that we have had before us? 


Now, some of them are pretty big. And I haven’t gotten an expla. | 


nation. If you can give it to me, why, I will be just delighted, 
Because I don’t want to make any improper assumptions or cast any 
improper aspersions on the performance, either of the contractors or 
of the Air Force. But I do think that we are entitled to some expla- 
nations, if explanations are possible. 

Secretary Taytor. We told you at the beginning of the hearing 
that we agreed the GAO cases were unfortunate; that we had done 
things to correct them; and that we hoped very sincerely that the 
glaring errors you speak of would not be repeated. 

So far we have had no experience to be checked. That is, they 
have not been checked by the GAO to see whether the errors were re- 

eated or not. We are still testifying from the errors which occurred 
before the GAO reports were submitted—let me say that again. We 


are still testifying in the period which the GAO reviewed and no | 


examples have been cited in the period after we had been informed of 
this set of errors. 

Mr. Harpy. Well, I am not sure that that is correct, but it may be. 

Secretary Taytor. Well, we have a chart that shows that. 

Mr. Hésert. Thank you very, very much, General. 

Mr. Gavin. While we are on that subject. These teams, General: 
Do you ever get the team to go as a unit? You say they are scat- 
tered all over and there are various techniques and various professions, 
and so forth. Do you ever sit down and talk with the team? 

General Davis. Yes, sir. 

Mr. Gavin. Do you tell them what tremendous responsibilities they 
are charged with ? 

General Davis. Yes, sir. 

Mr. Gavin. And to be most exacting and specific and careful, and 
it is their responsibility ? 

(General Davis nods.) 

Mr. Gavin. On that contract you pointed out yesterday, where you 
thought you had voluminous material on it. A $387 million job. 
Why, on some of the projects we have back home in our district, the 
correspondence runs almost that large. 

I was not amazed at that particular matter. I was not impressed 
very much with the size of your correspondence, on a $387 million job. 
In fact, I thought it ought to have been maybe four or five times that 
size. 

Now, what I am getting at is that you should impress upon these 
auditors that they had better be very, very careful and rigid and hew 
to the line on this stuff. I must say that this report rather surprised 
me. After hearing your presentation at Wright-Patterson, I was quite 
impressed with the very meticulous manner in which you said you 
were approaching the problem, until they came up with this. 
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However, I do recall I impressed you with the importance of care- 
fully screening each individual on his job where the contracts involve 
tremendous amounts of money. 

Now may I ask, Mr. Chairman: Did you get any information—— 

Mr. Hesert. We will have the reply to the question you asked the 
Secretary. The Secretary has come this morning prepared to answer 
the questions which you raised yesterday in connection with the 
advertising. 

Let us get finished with this phase first. 

Mr. Gavin. Well, I am finished on that phase. 

Mr. Harpy. Mr. Chairman, I won’t pursue it any further. 

Mr. Héserr. All right. Thank you very much, General Davis. I 
appreciate your presentation. 

r. CourtNEy. Mr. Chairman, before we leave the subject, I think 
Colonel Blatteau would like to change at least the suggestion in the 
course of one of his answers yesterday with respect to the fact. 

Mr. Hézertr. Colonel Blatteau, the committee will be glad to hear 

ou. 

Mr. CourtNry. We always havea short period of repentance. This 
is the time. 

Colonel Biarreav. Mr. Chairman, yesterday I called Wright-Pat- 
terson Air Force Base. The information I received verified the fact 
that you, Mr. Chairman, and Mr. Hardy and Mr. Courtney, were 


no | correct regarding the nature of the subcontracts in the Lockheed case. 


Mr. Heésert. Well, thank you very much, Colonel. There will be 
no further penance. 

Now, that concludes the presentation of the general. 

General Davis. Yes, sir. 

Mr. Héserr. Now, Mr. Secretary, Mr. Gavin on yesterday ques- 
tioned you in connection with certain advertising which appeared in 
papers and he asked certain questions to which I it: sad: that you 
have a reply. 

Secretary Taytor. Yes, sir. 

Mr. Héperr. I would suggest that the Secretary be allowed to read 
his reply completely. Then, Mr. Gavin, if you want to examine him, 
examine him. But allow him to read his statement. 

Secretary Taytor. Thank you, Mr. Chairman. My reply is largely 
centered on a letter from the Boeing Co. concerning this advertisement 
which appeared in the paper. 

I would like to read this letter into the record. I think it answers 
most of the questions. But if there are any additional, I would be 
glad to answer them. 

Mr. Hépert. What is the date, Mr. Secretary ? 

Secretary Taytor. The date is June 5, 1959. 

It is addressed to Hon. Lyle S. Garlock, Assistant Secretary for 
Financial Management, Department of the Air Force: 


Deak Mr. GARLOCK : Mr. Robert Jewett has passed your inquiry to us—— 


Mr. Gavin. Mr. who? 
Secretary Taytor. Robert Jewett, of the Boeing Co. [Continu- 
ing] : 


on the concept, timing, and size of our recent Bomarc advertising series. 
Briefly, the program has consisted of four newspaper ads which have appeared 
in three daily newspapers over a period of 5 months at a cost of approximately 
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$25,000. This represented approximately 7 percent of our national advertising 
expenditures during the same period, the remainder devoted to other products, 
principally the 707 jet transport. We felt that the importance of the program 
justified the allocation of this portion of our Boeing advertising funds. 

Preparation for the Bomarc newspaper advertising program began late in 
October of last year— 


that is 1958— 


when five insertions were planned. The object of the ads was. to point up 
Bomarc’s cost effectiveness, its readiness, and the fact that only a small portion 
of the money allotted for production of the weapons system is spent for in-plant 
Boeing work. We felt that it was essential not only in our own interest but in 
the interest of the defense of the United States to make known these facts, 
because much confusion existed as a result of erroneous information being 
circulated by partisan sources. 

The program actually was trimmed to four ads because of budget limitations 
and was extended over a longer time period than we had originally envisioned. 
The final ad insertion was delayed because of Mr. Lysle Wood’s appearance 
before the Hébert committee. Running of the ad at this time, as it was sched- 
uled, we thought might have resulted in misunderstanding. 

Our first ad was published on January 7, the second appeared on March 25, 
and the third on April 8S—— 

Mr. Gavin. What were those dates again ? 

Secretary Taytor. The first ad was published on January 7, the 
second appeared on March 25, and the third on April 8. The final ad 
appeared on May 27. [Continuing :] 


It is interesting to note—— 


Mr. Gavin. It is funny how they got them all 

Mr. Héserr. Wait a minute. 

Mr. Hess. Let him finish reading the letter. 

Mr. Héperr. Let the Secretary finish his answer. 

Mr. Gavin. All right, but we don’t have a copy of his statement to 
refer to. We ought to have had a copy so we could have it in front of 
us. We can’t refer back. And if we don’t pick up these arguments 
as we go along we can’t reply to them. 

What you should have had this morning, Mr. Secretary, were copies 
of the statements for us, so when we want to go back to inquire on 
what you said we would have it in front of us. That is why I in- 
terrupted you now. 

Mr. Héserr. Mr. Secretary, continue with your statement. 

Secretary Tayior (continuing) : 





It is interesting to note that this last advertisement occurred approximately 
a week following a Western Electric ad on the similar subject of subcontracting. 
The Western Electric ad featured the point that some 8,000 firms help build 
Nike. Our ad headlined the point that 3,500 firms help build Bomarc. Were 
it our intention to outdo our competitors we could, with justification, have re- 
vised our ad to show an equally large subcontracting base, using second- and 
third-tier suppliers for the purpose. We did not do this, preferring, as in the 
other advertisements, conservative statements intended to recite only the 
genuine merits of our effort. The facts stated are unassailable. 

We believe this has been a good series of advertisements and has served the 
purpose of providing basic factual information that is important to the public 
and to public policy. 

Yours truly, 


BoeINnNG AIRPLANE Co., 
HAROLD MANSFIELD, 
Director, Public Relations and Advertising. 


Mr. Gavin. Could I see that? 
Mr. Hezerr. Give Mr. Gavin a copy of this. 
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Let the Secretary finish his statement. 

Secretary Tayuor. I have rechecked the statement I made yesterday 
that no _ of this advertising was paid for directly or indirectly 
by the Government. And this has been reaffirmed by the Boeing 
Co., the Air Force representative at the Boeing plant, and the Air 
Force auditors at the Boeing plant. 

Boeing advises that no Air Force officers participated in the review 
of this advertising material, and a check which I have made from the 
other end confirms that I have not found anything to change the 
statement of the Boeing Co. 

Mr. Héperr. And that is the end of your statement, Mr. Secretary ? 

Secretary Taytor. That is the end of it. 

Mr. H&ézerr. Now, Mr. Gavin, you may ask the Secretary questions. 

Mr. Gavin. Well, relative to the cost—just as I read to the commit- 
tee yesterday—Mr. Allen’s statement : 


Mr. H&BerT. So, in other words, the Government will end up paying for it? 
Mr. ALLEN— 


who is the president of Boeing— 
That is right, sir. 


So I presume that it is right, and that it will go into the overall 
production cost, and we will pay for it. 

But I can’t get in my head, Mr. Secretary, that Boeing would run 
an ad of this kind, without somehow conferring with the Department 
of the Air Force as to whether or not it meets its approval. You are 
going to have quite some difficulty convincing me that some considera- 
tion was not requested from the Department of the Air Force relative 
to this ad here [ indicating]. 

And it is funny that you should get a letter. Nothing has been 
said except what was said in the press some time ago, about this 
Bomare. It is funny that they should be writing you a letter here 
on the 5th. I just brought this to your attention yesterday, and I 
don’t suppose you have been too concerned about that previous to 
that, have you ? 

Secretary Taytor. Yes, sir; we investigated immediately, and I 
found that the Air Force Assistant Secretary for Financial Manage- 
ment had asked the Boeing Co. much the same questions you had 
asked, and had received a letter in reply to his inquiry. We were 
interested in this matter too, and I am sorry that I hadn’t been in- 
formed. I only caught up with this after you asked me the question. 

Mr. Gavin. Well, I asked you the night before, so as to give you an 
opportunity to prepare an answer. 

Secretary Taytor. Thank you. 

Mr. Gavin. But he states in here that the facts stated are unassail- 
able. That is a broad statement. If all of the statements they make 
are unassailable, there wouldn’t be any need for us to have this kind 
of hearing. We would just take for granted that what they say is 
correct. 

But I want to ask you now—and I do not want to put any words in 
your mouth—whether or not you think that Boeing somewhere along 
the line discussed this particular advertisement with the Department 
of the Air Force? 
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Secretary Taytor. I have been unable to find any evidence to that 
effect. 

Mr. Gavin. You have been unable to find any evidence. Continue 
to look and check around. Maybe you can come up with something. 

Colonel Unte. Mr. Gavin. 

Mr. Gavin. Yes. 

Colonel Unte. I am Col. Richard B. Uhle, Mr. Taylor’s executive, 

We got information a few minutes ago that the Boeing Aircraft 
Co aid check with the Department of Defense mela review 
ple on the contents—the facts that were being presented in the adver- 
tisement—for security purposes, prior to running the ad. 

Mr. Gavin. Give me that again, will you? You just got word now 
that they checked with somebody in the Department of Defense? 

Colonel Unte. Yes, sir. 

Mr. Gavin. The security review ? 

Colonel Unte. The people that are responsible to see that the infor- 
mation released does not violate security. The ads in that format 
were not presented, but the facts that were going to be presented were 
cleared with the Department of Defense. 

Mr. Gavin. Well, wouldn’t the security review people immediately 
go to the Department of the Air Force to check whether or not this 
cleared, for classified information ? 

Colonel Unter. No, sir; I do not believe that is the procedure. 

Mr. Gavin. Well, would some individual over there in the securit 
review, that might not be familiar with all the facts in connection wit 
the Bomarc missile, or the controversy which has been raised, approve 
this ad without first taking it up with the particular Department of 
Defense that was concerned about it ? 

You would have a difficult time, Colonel, to say that this man who 
is on the security review—do you know who it was? 

Colonel Uunte. No, sir; I cannot give you the name. But the 
way—— 

Mr. Gavin. You said the security review—he approved it. There 
was nothing in the material that was concerning them, so they O.K.’d 
it. And the Air Force didn’t have anything to do with this. Is that 
what you are trying to say ? 

Colonel Unte. The Department of Defense approved the material 
that was going to be used in the ads on the basis that it had all prev- 
iously been released to the public, and there was nothing in it that 
violated security. 

Mr. Gavin. Did the security review member know that there was 
a big argument going on about the merits of the Bomarc and the 
Hercules missiles ? 

Mr. Hésert. This witness can’t testify to what the security review 
knew, Mr. Gavin. 

Mr. Gavin. I don’t know. Then let’s get the security review man 
in here and ask him. 

Mr. Harpy. Will the gentleman yield? 

Mr. Gavin. Yes. 

Mr. Harpy. I think the colonel meant security personnel in the De- 
partment of Defense? 

Colonel Unte. That is correct, sir. 

General Davis. Yes. 
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Mr. Harpy. And I would presume that at least one Air Force officer 
serving in that capacity must have passed on this. Is that correct 

Secretary Taytor. For security. } T ade 

Mr. Harpy. For security. I don’t have any idea that this thing 
would have cleared the Defense Department without some representa- 
tive of the Air Force passing on it. A 

Colonel Unie. We do have people in the Department of Defense 
working on security. 

Mr. Harpy. Of course you do. And you know very well—and if 
you didn’t find out, you ought to find out, specificially, who passed on 
it, to satisfy Mr. Gavin’s question. There must have been an Air Force 
oficer serving on this thing. The Department of Defense I don’t 
believe operates quite like that. And I have had a lot of these things 
going over there, too. 

Colonel Uute. I would like to make clear to the committee that 
neither the Department of Defense nor the Air Force cleared on 
the ads or the format or the size, as such. They passed only on the 
content of the information from a security point of view. And this 
was prior to the active controversy on the two missiles. 

Mr. Gavin. So, then, there was no contact with the Air Force at 
all, from this security review member, whoever it may be. Can you 
find out who he is so we can bring him over here and find out how this 
was approved ? 

Colonel Uute. We will certainly try to get that information, Mr. 
Gavin. 

Mr. Gavin. All right. Get it. Then we can ask the man just how 
he come to approve it. Because I don’t think there was anything of 
a classified nature in the ad. That isn’t the particular point that is 
at issue. 

The question is whether or not this is a bit of grommets on the 
part of Boeing to influence the people on the Bomar missile and 
the Members of Congress who would naturally read this advertise- 
ment at this particular time. 

To me, it is just a stupid piece of business, that is all. And whether 
or not these corporations are now trying to influence public opinion, 
who in turn influence the Members of Congress on positions taken on 
these various weapons that are under discussion, is the question. 

We should find out from whoever gave you this information what 
he has to say about it. 

Now, getting back, again, Mr. Secretary, to what Mr. Allen said on 
the aircraft investigation, which we held. 

(Secretary Taylor nods. ) 

Mr. Price. Would the gentleman yield a minute? 

Mr. Gavin. Yes. 

Mr. Price. I think it would be interesting to know the location of 
the four newspapers in which the ad rata 

Secretary Tatcon. That was the information I was to give. I was 


going to complete my testimony with that information. I don’t have 
it at this moment, but I have that on the—— 

Mr. Gavin. There were four newspapers concerned. 

Secretary Tayor. I believe he said three. 

Mr. Gavin. Three—well, there was an ad in each one of the three 
local papers, isn’t that right? 
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Mr. Courtney. Yes. There were two advertisements, so far as m 
recollection is concerned, in Washington. y 

Mr. Kunn. And one in the Wall Street Journal. 

General Davis. There were a series of four ads in three papers, ag 
I understand it. 

Secretary Taytor. Four ads in three papers. 

Mr. Price. Well, it would be interesting to note whether those 
three papers are the ones with distribution centralized here in 
Washington. 

Secretary Taytor. I will find out which three papers are involved 

Mr. Price. Particularly when there would be no appeal to small 
business in this area, for the product we are dealing with here. 

Mr. Gavin. Yes. Nobody is going to buy a Bomarc missile around 
here, by any stretch of the imagination. You wouldn’t think there 
was any market to buy Bomarc missiles in the District of Columbia 
At least I wouldn’t think so. 

Mr. Hésert. Strange things happen in the District of Columbia, 
Mr. Gavin. 

Mr. Gavin. Now, he doesn’t say anything about Bomare at all in 
here, does he? He doesn’t mention about Bomare. He is trying to 
give us a buildup on the 707: 

This represented approximately 7 percent of our national advertising ex- 
penditures during the period, the remainder devoted to other products, prin- 
cipally the 707 jet transport. We feel that the importance of this program 
justifies the allocation of this portion of our Boeing advertising fund. 

I would say, too, it was cheap. With $2,100 million on the books 
a couple of thousand properly spotted at the right time that will 
create a lot more goodwill, too, in my estimation. But he doesn’t 
tell us anything about this Bomarc ad. He is talking about other 
products. Particularly the 707. 

Now, I haven’t had time and I don’t want to take the committee’s 
time, but I think all the members of the committee ought to have 
a copy of it so we can look it over. 

I will yield to you now, my good friend. 

Mr. Harpy. I was going to ask the Secretary this one question. 

Mr. Secretary, what would you think about legislation prohibit- 
ing advertising by a contractor of any item being procured for 
Defense Department use? There can’t be any other purchaser. 

Secretary Taytor. I haven’t had a chance to think of that, sir. 

Mr. Harpy. Toy with that. I am thinking about putting in such 
a bill. 

Secretary Taytor. I think I would like to reserve my opinion on 
that. 

Mr. Harpy. In view of the fact that according to that letter this 
was somewhat stimulated by the Nike advertising, I think maybe it 
might be worth while to save this money, even though it advertises 
the committee a little. : 

Mr. Hevert. I think, Mr. Hardy, that subject will be developed 
in our next inquiry, in the overall picture. 

Mr. Harpy. Thank you. 

Mr. Gavin. Mr. Chairman. 

Mr. Héserr. Yes, sir. 
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Mr. Gavin. Concerning Mr. Harold Mansfield, Director of Public 
Relations—we bring these things up anyway—-and I have been sitting 
on this committee with pe now for many years—and we discuss them, 
ag we did on the aircraft industry. We bring many matters to the at- 
tention of not only the corporations involved but many others. How- 
ever, they will go back and they will do just what they want to do any- 
way. Now it is about time to call a halt on some of this. Idon’t mmd 
Boeing advertising. 

He says here: 

We believe this has been a good series of advertisements and has served the 
purpose of providing basic factual information that is important to the pub- 
lie and to the public policy, 

Well, now, that may be all right on the 707 jet liner, or some other 
product. But when you get into a Government contracting field, such 
as missiles, display advertising here is not good judgment. I think 
they ought to refrain there. 

Mr. Héperr. Well, Mr. Gavin, that, again, will be explored in the 
inquiry coming up. _ nn I 

Mr. Gavin. I certainly hope that it will. 

Mr. Hépert. It will. 

Mr. Gavin. Somewhere along the line in the statement either made 
by General 

Mr. Hépertr. Anderson ? 

Mr. Gavix. Anderson, yes—or in the statement made by the Assist- 
ant Secretary of Air, our good friend here, Mr, Taylor—or in the 
statement of General Davis, where it said about the aircraft produc- 
tion costs and profits investigation, that we thought it was being 

Mr. Kcnn. That was Anderson’s. 

Mr. Gavin. Anderson ? 

Mr. Kenn. Yes. 

Mr. Gavin. See if you can find that. 

Mr. Kunn. All right. 

Mr. Gavin. Here it is: 








General ANDERSON. We thought it was a very fine suggestion. And if you will 
recall—and I merely want this for the record—I was one of the minority that 
was not too pleased with our findings on the aircraft industries. Now, we are 
going into the missiles, which is another field but it is closely associated with the 
aircraft industries. 

I hope we can profit by what we learned in the investigation of aircraft indus- 
tries and make it apply to this situation which is developing in these hearings. 
I don’t know whether it is time well spent or not. 


So I just feel, after listening to the report out at Wright-Patterson—you were 
a contracting officer, I presume? 
(General Davis nods. ) 


Mr. Gavin. You have had a lot of experience. So you ought to 
know your way around about what should be done and how intensive 
we should follow these things. I felt we had made some improve- 
ment. But after the GAO comes up with this report, I don’t know. 
And this is only a spot check of the billions of dollars that are on the 
books. We ought to do a little more spot checking and maybe we 


can come up with some real figures here as to savings that could be 
effected. 
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So I hope that we will profit from the investigation on the aircraft 
production costs and profits, during which we spent hours and days 
and weeks. 

The general said, and he has only been here three—how long has 
General Anderson been out to Wright-Patterson ? 

Colonel Mepserry. Three months. 

Mr. Gavin. Yes. [reading:] 

I think the best overall survey which has been done and which took results 
across the board was the one done by your committee 3 years ago on the profits 
in the aircraft industry. Your report at that time indicated that on the average 
the profits in the aircraft industry were not excessive. 

Mr. Harpy. We were wrong in that statement. I take my share 
of the responsibility. 

Mr. Gavin. Yes. You arecoming around now. 

Let us proceed. 

Allright, I will finish this up. [Continuing :] 

Indicated that on the average the profits in the aircraft industry were not 
excessive and that the Government was getting substantial value. 

And I had hoped that the general would have stayed here just 
another day so that I could ask him if he wouldn’t read these things 
and then see what he thought. 

I just want to say at that time I was not too pleased with the sec- 
tion to which he refers. 

That ends my statement. 

Mr. Hésert. All right. 

Mr. Gavin. Or my remarks, until you can make some further checks 
over there to find out just whether or not there was any liaison be- 
tween Boeing and the Department of the Air Force on this particular 
piece of advertisement. 

Mr. Héserr. Well, thank, you gentlemen, for your cooperation. 
The committee appreciates the time that you have given tous. And 
I am sure it has been mutually helpful. 

General Davis. Thank you very much. 

Mr. Hepert. Thank you, General Davis, and thank you, Mr. 
Secretary. 

Secretary Taytor. Thank you. 

Mr. Hésert. Mr. Courtney, the next one. 

Mr. Courtney. Mr. Chairman, the next order of business is a dis- 
cussion, with the subcommittee’s permission, of a survey that was 
made concerning contracting officers and their associated supervisors, 
administrators, auditors, and other individuals, both military and 
civilian, dealing with qualifications, experience, salaries, and the like 

We have Mr. Wilcove here, who actually conducted the survey. 

I will ask, Mr. Chairman, that he read his figures, which will appear 
in terms of percentages, so that we may have some idea of the general 
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character of the negotiating teams with whom these larger contracts | 


are concerned. 

Now, Mr. Chairman, it is proposed that the composite figures for 
all services to be given this morning. 

I can advise you informally that the individual service figures are 
not greatly different from the composite figures. 

Mr. Héserr. Mr. Wilcove, please. 

Mr. Courtney. First of all identify yourself for the record. 
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Mr. Witcove. My name is Raymond Wilcove. I am now a staff 
consultant with the House Committee on Science and Astronautics, 
and was previously employed by this subcommittee. 

Mr. CourtnrEy. Now, Mr. Wilcove, you made a survey at the request 
of the committee by questionnaire, by interview, and by consultation 
with the three service departments. Concerning the negotiating per- 
sonnel employed by the three services. 

I will lead you for the moment. 

The survey in the case of the Air Force and Navy was a 100 percent 
survey ¢ 

Mr. Witocove. Right. 

Mr. Courtney. And in the case of the Department of the Army, 
because of the problem involved in decentralization, was by spot check 
and selection, that is, selection being made by you representing the 
subcommittee and in other cases by the Department of the Army, so 
that both came into agreement, that the Army survey was a repre- 
sentative survey ? 

Mr. Witcove. That is correct. 

Mr. Courtney. Now, without the detail, Mr. Wilcove, from which 
this summary has been made, will you express in terms of percentages 
the information developed as to the qualification, the experience, and 
the responsibilities imposed upon military and civilian personnel in the 
three services as represented in the Department of Defense ? 

Mr. Witcove. I might preface this by saying that the inquiry began 
on March 29, 1957. 

Questionaires were submitted to the three services. 

The first questionnaires were returned the week of May 20, 1957. 
The final data was received by the subcommittee on March 28, 1958. 
And report was completed the following day, exactly 1 year after it 
was begun. 

A total of 3,567 procurement personnel of the Military Establish- 
ment submitted questionnaires containing data requested by the sub- 
committee. 

In addition, I also interviewed in person and over the phone vari- 
ous personnel in Washington and at Wright-Patterson Air Force Base 
in Dayton, Ohio, and various other places as well. 

Now, we have here a survey of the results of the procurement per- 
sonnel of all military services. 

I might say that in the questionnaire we attempted to determine 
their qualifications, what experience they had in private business pro- 
curement, what their educational background was, and what their 
salary scales were. 

Mr. Courtney. And also their experience within the Government? 

Mr. Wiccove. Within the Government and in regard to their edu- 
cation, what courses, that is, what Government courses they took—we 
covered quite a broad field. 

Now, the results of the survey of the procurement personnel of all 
three services are as follows: 

Sixty-four percent of the 3,567 procurement personnel of the Mili- 
tary Establishment surveyed by the subcommittee apparently had no 
experience in private business purchasing before going to work for 
the Government. Many never held a position of any kind in private 
industry, other than part-time or summer employment. 
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Twenty-seven percent had some experience, In many instances, it 
was very slight. 

Nine percent had what might be regarded as adequate experience, 
sufficient to have enabled them to obtain a position in private industry 
comparable to the ones they held in the military services. 

The greatest percentage of personnel without experience in private 
procurement is to be found in the administrative and policy positions, 

Of the 270 persons holding administrative and policy positions, 78 
percent were without experience in private purchasing. 

Mr. Gavin. What was that last figure, again ? 

Mr. Wiutcove. Of the 270 persons holding administrative and policy 
positions, 78 percent were without experience in private purchasing, 
Mr. Price. You are referring strictly now to civilian personnel ? 

Mr. Wixcove. No. This covers both the military and civilian per- 
sonnel for the Military Establishment. 

Approximately 75 percent of those entrusted with the task of ad- 
ministering the gigantic military procurement program and establish- 
ing policies to guide purchasing personnel were military personnel, 
Many of them have made a career of military service and therefore 
have held few, if any, positions in private industry. 

The administrative and policy positions represent the only category 
where military personnel held a majority of the positions. Of the 
270 positions in this category, 203 were held by military personnel. 
In all other categories, military involvement ranged generally from 
no representation at all in one category to 114 to 18 percent in the 
others. The remaining positions were held by civilians. 

Of the 270 persons in the administrative and policy positions, only 
4 percent had a background of private business procurement that 
could be considered adequate. Eighteen percent had some purchasing 
experience, some of it very meager. 

In the important supervisory positions, 64 percent had no experi- 
ence in private business in supervising personnel or in any type of 
purchasing, 26 percent had some experience in private procurement, 
and 10 percent had an adequate private business background in this 
field. 

Among the 193 analysts, 4314 percent had no private business experi- 
ence, either in purchasing or in analytical work. However, a major- 
ity of the analysts had some experience in this field, the only category 
among the nonnegotiating personnel where this was true. 

I might say that the nonnegotiating personnel included such per- 
sonnel as supervisors, administrators, analysts, and attorneys. 

Among the analysts, 2214 percent had an adequate background, 
while 34 percent had some experience in private industry. 

In all other fields (including contract administrators, members of 
procurement review committees, contract termination officers, engi- 
neers, small business specialists, and so forth), 62 percent had no pri- 
vate business background in procurement, 2514 percent had some ex- 
perience, and 12 percent had an adequate background. 

Of the 2,327 nonnegotiating personnel (including administrators, 
supervisors, analysts, attorneys, and so forth), almost 62 percent had 
no private business procurement background, approximately 27 per- 
cent had some experience, while about 12 percent had an adequate 
background. 
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Among the 1,240 procurement personnel who negotiated or other- 
wise contracted on behalf of the Government (variously termed con- 
tract negotiators, purchasing agents, buyers, contract specialists, proj- 
ect officers, and so forth), 67 percent had apparently never held a pri- 
yate position which bore any relationship to purchasing. Many were 
never employed in private industry. Of the 1,240, almost 27 percent 
had some experience (in many cases very little), and approximately 
gpercent had an adequate background. _ 

The highest percentage without private procurement experience 
was to be found in those handling contracts of $50 million to $100 
million annually, namely, 77 percent, closely followed by those han- 
dling less than $1 million, 7614 percent. 

Sixty-two percent of the individuals who handled contracts up to 
9200 million a year were without experience in private procurement. 
Less than 6 percent had an adequate background. 

In the category of large-scale procurement—those who purchased 
$25 million to $200 million a year—almost 56 percent had no previous 
experience in purchasing in the world of private business. Only 5 
percent in this important category could be considered to have an 
adequate background in private business procurement. 

Numerically and percentagewise the military personnel engaged in 
procurement were relatively small. They composed only 15 percent 
of the procurement personnel, most of them centered in the nonnego- 
tiating positions. Slightly more than 14 percent of the military per- 
sonnel (73) were engaged in negotiations. The remainder occupied 
nonnegotiating positions. 

Of the 3,567 procurement personnel who submitted questionnaires, 
525 were military personnel and 3,042 were civilians. 

Salarywise, the greatest proportion of negotiators are GS-T’s. 
Twenty-seven percent are in this salary grade, which pays $4,525 
to $5,335 a year. 

I might interpolate here that these were the salaries paid when 
the survey was made, in 1957-58, and they have since been in- 
creased. 

Mr. Gavin. May I ask you a question at that point, Mr. Chair- 
man ? 

Mr. Héperr. Yes. 

Mr. Gaviyx. Up to what dollar amount, of contract would that 
particular grade, GS-7 

Mr. Witcove. Well, we have a breakdown in our tables. I don’t 
have it here. 

Mr. Courtney. It is in the breakdown. 

Mr. Gavin. Yes. 

Mr. Héserr. All right, Mr. Wilcove. 

Mr. Wricove. The next largest number are GS-11’s, whose pay 
ranges from $6,390 to $7,465 a year. In this grade are to be found 
2414 percent, followed by 20 percent in GS-9, which pays $5,440 to 
$6,250 a year. 

Among the nonnegotiating personnel, the greatest number are in 
GS-12, which pays $7,570 to $8,645 a year. The 22 percent. in this 
pay category are followed by 19 percent in GS-13, which pays $8,990 
to $10,065 a year, and 16 percent in GS-11, which pays $6,390 to 
$7,465 a year. 
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No negotiating personnel are to be found in the top pay grades 
of GS-16 through 18, which pay $12,900 to $16,000 a year. How- 
ever, almost 2 percent of the nonnegotiating personnel are in this 
pay group. In the grades of GS-14 and GS-15, which pay $10,390 
to $12,690, are to be found 1 percent of the negotiators and 134%, 
percent of the nonnegotiators. 

The military is not lacking for educated people to handle its pro- 
curement. Sixty-eight percent attended college, including 44 percent 
college graduates. Thirty percent attended high school, while the 
education of 2 percent was limited to grammar school. 

Of the 3,567 procurement personnel, 2,390 attended college, of whom 
1,510 were graduates. Another 1,097 went to high school, 66 to 
grammar school, and 2 to elementary school. One individual had 
no formal education. 

In age, a majority of 56 percent was 40 or older. The largest 

reentage, 35 percent, in the age bracket 30 through 39, followed 

y 32 percent aged through 49, 24 percent aged 50 and over, and 8 
percent under 30. 

Of the 3,567 procurement personnel, 2,048 were 40 years of age or 
older, 1,217 were 30 through 39, 1,159 were 40 through 49, 889 were 
50 and over, and 293 were under 30. 

The Navy had the highest percentage of ae without ex- 
perience in private procurement, 69 percent, followed by the Army 
with 63 percent, and the Air Force 60 percent. The three services 
were about equal, percentagewise, in the number of personnel with 
adequate backgrounds in private procurement, 9 percent for the Army 
and Navy, and 914 percent for the Air Force. 

The i also had the highest percentage of personnel with no 
background of private purchasing among those who either negotiated 
or otherwise contracted on behalf of the Government, namely, 72 per- 
cent. The Air Force was again the lowest with 63 percent, followed 
by the Army with 66 percent. 

However, the Army —_— the other services percentagewise in the 
number of personnel in this category who had adequate backgrounds, 
namely, 9 percent. The other services each had 5 percent. 

Among the nonnegotiators, the Navy once again had the highest 
percentage of personnel without private procurement experience, 66 
percent, followed by the Army with 62 percent and the Air Force 
with 57 percent. Thirteen percent each of the Air Force and Navy 

ersonnel in this category could be considered to have an adequate 
ackground, compared tothe Army’s 9 percent. 

In the value of contracts negotiated or otherwise handled on behalf 
of the Government, the Navy had the greatest percentage of personnel 
lacking a background of private procurement in these categories: Less 
than $1 million, 86 percent; $1 to $5 million, 74 percent; $10 to $25 
million, 72 percent. 
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Mr. Courtney. Now you are speaking of the total negotiations | 


conducted by this percentage of personnel 
Mr. Wioove. That is right. 
Mr. Courtney. Annually—— 
Mr. Wixcove. In those various categories. 
Mr. Courtney. Annually? 
Mr. Wixcove. Annually, yes. 
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The Army had the greatest percentage of personnel lacking private 
procurement ex rience in two categories: $5 to $10 million, 72 per- 
cent, and $50 to $100 million, 100 percent. 

The Air Force had the greatest percentage of personnel without 
private procurement experience in these three categories: $25 to $50 
million, 61 percent; $100 to $200 million, 67 percent, and $200 to $500 
million, 60 percent. (The Army had no negotiators in the third 


cate ory) 

The Army had the largest number of personnel with adequate back- 
grounds in five of the eight categories :n which it operated, namely, 
jess than $5 million, 614 percent; $1 to $5 million, 13 percent; $5 to 
$10 million, 7 percent; $10 to $25 million, 14 percent, and $25 to $50 
million, 1214 percent. 

The Air Force had the largest number of personnel with adequate 
backgrounds in the $200 to $500 million category, 13 percent, and 
in the $100 to $200 million range, 11 percent. (The Army had no 
negotiators in the first category.) 

The Navy had the largest number of personnel with adequate back- 
grounds in one category : $50 to $100 million, 714 percent. 

Among the nonnegotiating crea the Navy had the largest 
number percentagewise of people with no background of private pro- 
curement in these categories: supervisors, 731% percent; analysts, 67 
percent; attorneys, 44 percent. Among the administrators, the Navy 
and Army each had 80 percent without experience in private purchas- 
ing. The Air Force was not far behind with 75 percent. 

The Navy had the largest number percentagewise of personnel with 
adequate backgrounds in four of the five categories, namely, super- 
visors, 12 percent; administrators, 5 percent; attorneys, 27 percent, 
and others (miscellaneous), 18 percent. (In the category of attorneys 
the Air Force was not represented, it having no separate assignment of 
attorneys to procurement. ) 

The Air " orce had by far the greatest number of experienced 
analysts, 48 percent, compared with the Army’s 1514 percent and the 
Navy's 4 percent. 

The Air Force has the largest percentage of military personnel 
engaged in procurement, namely, 25 percent, followed by the Navy 
with 15 percent, and the Army with 10 percent. 

The greatest percentage of military personnel from each of the 
services is to be found in the administrative-policy positions. In the 
Air Force, 78 percent of these positions are held by the military ; in the 
Army, 76 percent; and in the Navy, 72 percent. Seventy-five percent 
of these positions are filled by the military. In fact, 38 percent of all 
military personnel in procurement are to be found in these higher 
paying positions, compared to little more than 2 percent of the civil- 
lans engaged in procurement. 

The Air Force would appear to have the most educated personnel 
in procurement, with the Navy not far behind. Of the 1,193 Air 
Force personnel, 77 percent attended college, of whom 55 percent 
graduated. 

Of the 829 Navy personnel, 71 percent attended college, of whom 
49 percent ahead: In the Army, 57 percent attended college, of 


whom 29 percent graduated. 
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In age, the Army has the oldest personnel of the three services, 
Thirty-two percent of the Army personnel are aged 50 and over, with 
many in the 60-and-above bracket, compared to 22 percent for the 
Navy and 18 percent for the Air Force. 

Seventy-seven percent of the Army personnel are 40 years of age or 
older, compared to 55 percent for the Navy and 47 percent for the Air 
Force. 

The Air Force has the largest number under 30 years of age, 
namely, 14 percent, compared to 6 percent for the Navy and 5 percent 
for the Army. 

Mr. Hésert. Thank you very much, Mr. Wilcove. 

Now, do I understand, Mr. Courtney, that you have additional 
breakdowns on the services which will be made part of the testimony ? 

Mr. Courtney. Yes, Mr. Chairman. 

The record when it is published will contain the detail. Mr. Wil- 
cove has summarized from the detail which appears on numerous 
charts, which will be difficult if displayed to follow through, without 
an oral presentation of this character. But this is a summary of what 
appears on the charts, the breakdowns for the various departments, 
and a summary for the whole. 

Mr. Hésertr. And the charts will be made part of Mr. Wilcove’s 
testimony now # 

Mr. Courtney. Yes. 

Mr. Hésert. Thank you very much, Mr. Wilcove. We appreciate 
your appearance here this morning. 

Mr. Gaviy. Mr. Chairman. 

Mr. Heperr. Yes. 

Mr. Gavin. I want to commend the witness on his report. This is 
most illuminating. It is exactly what I have been talking about, 
whether or not we have the personnel with the experience and ability, 
qualified to cope with these many problems that confront our branches 
of defense. It is amazing to me, because it is just exactly what I have 
been talking about. I want to compliment you on a very fine report. 
It is very clear and consistent, and I know it will be helpful to all 
branches of the service, in realizing that they haven’t got the men of 
experience and ability to meet the situations that are daily arising in 
these colossal programs of our defense program. 

Mr. Hésert. Mr. Wilcove, I just want to ask one question and that 
is in connection with the statement that you made in your report con- 
cerning the higher brackets. Did I understand you correctly that 
the highest paid people are in the nonnegotiating field ? 

Mr. Witcove. That is correct; in the military. 

Mr. Héperr. Which is, of course, the least difficult. You don’t 
have as many problems there as you have in the negotiating field. It 
is in the negotiated area which these deficiencies have been brought 
to the attention of the committee. 

Mr. Witcove. That is correct. 

Mr. Héserr. Thank you very much, Mr. Wilcove. 

Mr. Price. Mr. Chairman. 

Mr. Hésert. Mr. Price. 

Mr. Price. I just want to make one comment. I wasn’t here on 
this subcommittee at the time this report was asked for or prepared. 
But in the summary you have given here you have not mentioned— 
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perhaps in some other parts of the report you do cover it—the actual 
amount of experience, however, on the part of these employees in 
military procurement 

Mr. Wucove. Yes. 

Mr. Price. While maybe they haven’t had and they may be lack- 
ing in pres procurement work, undoubtedly they must have had 
years of experience in military procurement. 

Mr. Witcove. Oh, yes. 

Mr. Price. Does your report cover that phase of it ? 

Mr. Witcove. Yes, the report does cover that. Many were quite 
experienced in military procurement, per se. 

Mr. Hézertr. Well, the report does reflect that, as Mr. Price sug- 
gests. 

Mr. Courtney. Yes. 

Mr. Prices. I didn’t see it in this summary here. 

Mr. Héverr. Thisisasummary. The charts indicate that. 

Mr. Courrney. The charts indicate the length of service in the 
negotiating and procurement field, in various categories. 

Mr. Witcove. The report is very comprehensive. I think it runs 
more than four pages. 

Mr. Price. I wanted to determine if that phase was neglected. 

Mr. Courtney. No. 

Mr. Price. I thought there would be reference somewhere to the 
actual experience these people had. 

Mr. Courrney. Like the time in Government service. 

Mr. Price. If they lacked experience in private procurement they 
certainly must have had some experience in military procurement. 

Mr. Courtney. That is right. 

Mr. Héserr. And this report today, Mr. Wilcove, reflects a year’s 
study by you? 

Mr. Wixcove. Yes. 

Mr. Heperr. As a member of the staff of this committee. 

Mr. Wixcove. Yes. And I think I am correct in stating it is the 
only survey of its kind ever made. 

Mr. Héverr. Thank you very much. 

Mr. Gavin. Mr. Chairman, and the full report will be incorpo- 
rated in the record ? 

Mr. Héperr. It will be all reflected in the record. 

(The report referred to follows :) 





RESULTS OF Spot SURVEY OF ARMY PROCUREMENT PERSONNEL 


Sixty-three percent of the 1,545 Army procurement personnel who submitted 
questionnaires had no experience in private business purchasing before going to 
work for the Government. Many never held a position of any kind in private 
industry, other than part-time or summer employment. 

Twenty-eight percent had some experience. In many instances it was very 
meager. 

Nine percent had what might be regarded as adequate experience, sufficient to 
have enabled them to obtain a position in private industry comparable to the 
ones they held in the Army. 

The greatest percentage of personnel without experience in private business 
procurement is to be found in the administrative and policy positions. 

Of the 70 persons holding down administrative and policy positions, 80 percent 
were without experience in private business procurement. Approximately 76 
percent of those entrusted with the responsibilities of administering the Army’s 
large procurement program and establishing policies to guide purchasing person- 
nel were Army officers. Many of them have made a career of the Army and 
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therefore have held few, if any, positions in private industry. This is the only 
category where military personnel held a majority of the positions. Of the 7 
positions in this category, 53 were held by Army officers. In all other categories 
of purchasing, military involvement ranged from 1 to 33% percent, except in the 
categories involving negotiation of contracts of $10 to $25 million and $100 te 
$200 million, in which no military personnel participated. 

Of the 70 people in the administrative and policy positions, only 3 percent 
had a background of private business procurement which could be considered 
adequate. Another 17 percent had some purchasing experience, although some of 
it was very meager. Eighty percent had none. 

In the highly important supervisory positions, 65 percent cited no experience 
in private business in supervising personnel or in any type of purchasing, 28 
percent had some experience in this respect, and 7 percent had an adequate 
private business background in this field. 

Among the 71 analysts, 364%4 percent had no experience in private business 
either as analysts or in some related positions or in procurement. Among the 
remaining analysts, 48 percent had some experience and 15% percent had an 
adequate background. It is to be noted that a majority (63% percent) had 
some private business experience, although not necessarily in procurement. The 
criteria used in grading Army analysts was employment in private business in 
analytical work, not necessarily in procurement. 

Only one other category among the nonnegotiating personnel showed a ma- 
jority with some experience in private business. A total of 59 percent of the 
attorneys had engaged in private law practice, although not necessarily on work 
having to do with procurement, before going into Federal employment. Of the 
44 attorneys, 41 percent had never practiced law; 36 percent had engaged in 
some private practice, in some cases for a short period of time; while 23 percent 
were experienced practitioners before joining the Government. 

In all other fields among the nonnegotiating personnel (including procurement 
officers, small business specialists, contract termination officers, engineers, indus- 
trial specialists, ete.), 63 percent cited no private business background in pro- 
curement, 27% percent had some experience, and 914 percent had an adequate 
background. 

Of the 1,202 Army personnel who held nonnegotiating positions (including 
supervisors, administrators, analysts, attorneys, etc.), 62 percent cited no private 
business procurement background, 29 percent had some, and 9 percent had an 
adequate background. 

Among the 343 procurement personnel who negotiated contracts, 66 percent 
cited no private positions which bore any relationship to purchasing. Many 
were never employed in private industry. Of the 343, 25 percent had some 
experience (in many cases extremely little), and 9 percent had an adequate 
background. 

Of the 323 personnel who individually handled contracts ranging up to $25 
million a year, those without any private business experience in procurement 
ranged from 511% to 73% percent. Those with an adequate background in this 
category ranged from 6% to 14 percent. Of the 20 personnel who individually 
handled $25 to $200 million in contracts annually, 3714 percent of the 16 persons 
handling $25 to $50 million were without experience in private procurement, 
as was 100 percent of the 3 individuals handling contracts valued at $50 to 
$100 million per year. One individual handling $100 to $200 million a year in 
contracts had a little experience in private business procurement. In all other 
categories of negotiation, only one showed a majority having personnel with 
some experience. This was the category involving contracts of $25 to $50 
million annually. Of the 16 personnel, 6214 percent had some experience in 
private business purchasing. 

The greatest number of negotiators (both in number and percentage) without 
private experience in procurement (other than the three personnel in the $50 
to $100 million range) was found among those who negotiate contracts of less 
than $1 million annually. Of the 148 in this category, 7314 percent (109) had 
no prior experience in private industry purchasing. 

Significantly, those in the $1 million category rise in some instances to where 
they negotiate multimillion dollar contracts. In the categories of contracts 
handled, the percentage of those without private business procurement experience 
does not fall below 5114 percent among personnel handling individually up to 
$25 million a year. 

Numerically and percentagewise, the Army military personnel engaged in 
procurement was relatively small. They composed only 10 percent of the pro 
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curement personnel, most of them centered in the nonnegotiating positions, not- 
ably administrative and supervisory. Only 8 percent of the 161 Army officers 
jn procurement engaged in negotiations. They made up less than 4 percent of 
the negotiators. 

Sixty-six percent of the Army officers in procurement held administrative and 
supervisory positions. They made up 107 of the 161 military personnel, almost 
equally divided among the 2 categories of positions. 

Salarywise, the greatest proportion of negotiators are GS—11’s, followed very 
closely by those in GS-9 and GS-7. The respective percentages were 24%, 24, 
and 22 percent. GS-11 pays $6,390 to $7,465 a year, GS-9 pays $5,440 to $6,250, 
and GS-7 pays $4,525 to $5,335. It is to be noted that 70% percent of the 
negotiators are in these three pay grades. With one exception, the top pay 
scale for Army negotiators was GS-12, which pays $7,570 to $8,646 annually. 
In this grade were to be found 24 of the 348 negotiating personnel. The one 
exception was an individual in grade GS-15 ($11,610 to $12,690) who negotiated in 
the $100 million to $200 million range. 

Fifty-seven percent of Army procurement personnel attended college, although 
the attendance of quite a few was limited to one or two courses; 29 percent were 
college graduates. Another 40 percent attended high school, with 28 percent of 
these graduating. The education of 3 percent was confined to grammar school, 
while one-tenth of 1 percent never got beyond elementary school. 

Of the 1,545 procurement personnel, 443 were college graduates, while 444 had 
some college education ; 438 were high school graduates, while another 176 at- 
tended high school, but did not graduate; 42 were limited in their education to 
grammar school ; while 2 never got beyond elementary school. 

In age, the largest percentage, 35 percent, was to be found in the 40 through 
49 age group, closely followed by those aged 50 and over (32 percent), and those 
aged 30 through 39 (28 percent). Five percent were under 30 years of age. 
It is noteworthy that those over 40 comprised 67 percent of the procurement 


people. 

Of the 1,545 personnel, 76 were under 30; 429 were aged 30 through 39; 543 
were aged 40 through 49; and 497 were 50 years of age and older. A total of 
1,040 was 40 years of age or over. Quite a number of the procurement personnel 
were 60 years of age or older. The oldest was 73. 


RESULTS OF SURVEY OF NAVy PROCUREMENT PERSONNEL 


The survey of the Navy’s 829 procurement personnel disclosed that: 

Sixty-nine percent of the Navy’s 829 procurement personnel had no experience in 
private business purchasing before going to work for the Government. Many 
never held a position of any kind in private industry, other than part-time or 
summer employment. 

Twenty-two percent had some experience. In many instances it was very 
meager. 

Nine percent had what might be regarded as adequate experience, sufficient 
to have enabled them to obtain a position in private industry comparable to the 
ones they held in the Navy. 

Forty-four percent of the Navy's 63 attorneys who pass upon legal questions hav- 
ing to do with procurement and upon the adequacy of contracts never practiced 
law before taking Government employment. Of the remaining 56 percent, some 
practiced law for very short periods, in some cases only a matter of months. 
About 18 percent of the Navy’s attorneys might be regarded as having an ade- 
quate background of private legal practice. 

With one exception, the greatest percentage of personnel without previous 
experience in private business is to be found in administrative and policy posi- 
mI, The exception is in the negotiators of contracts in the range of $1 to $5 
million, 

Of the 101 persons holding down administrative and policy positions, 80 per- 
cent were without previous experience in private business procurement. Sev- 
enty-two percent of those entrusted with the responsibilities of administering the 
Navy’s gigantic procurement program and establishing policies to guide pur- 
chasing personnel were naval officers. Many of them have made a career of 
the Navy and therefore have held few, if any, positions in private industry. 
This is the only category where military personnel held a majority of the posi- 
tions. Of the 101 positions in this category, 73 were held by naval officers. 
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In all other categories of purchasing and nonpurchasing positions, military 
involvement ranged from 1% percent to 17 percent. The remaining positions 
were held by civilians. 

Of the 101 people in administrative and policy positions, only 5 percent had 
a background of private business which could be considered adequate. Fifteen 
percent had some purchasing experience in private business, although some of 
it was very meager. 

In the highly-important supervisory positions, 7312 percent had no experience 
in private business in supervising personnel or in any type of purchasing; 1444 
percent had some experience in private procurement and 12 percent had an 
adequate business background in this field. 

Among the 55 analysts, 67 percent had no previous background of analytical 
work in private business, either in procurement or any other type of business, 
before joining the Government. Twenty-nine percent had some experience in 
this line, while the private business background of only 4 percent could be 
considered satisfactory. The criterion used in grading Navy analysts wag 
employment by private business in analytical work, not necessarily in procure- 
ment. 

In all other fields (including such positions as comptroller, engineer, trans- 
portations officer, small business specialist, accountant, and member of a board 
of review) 60 percent had no private business background in procurement; 22 
percent had some experience; and 18 percent had an adequate background. 

Of the 406 Navy personnel who held nonnegotiating positions (including super- 
visors, administrators, analysts, attorneys, etc.), 66 percent had no private 
business background in procurement; 21 percent had some; and 13 percent had 
an adequate background. 

Among the 423 procurement personnel who negotiated contracts (variously 
termed contract negotiators, purchasing agents, contract specialists, ete.), 72 
percent had never held a private position which bore any relationship to pur- 
chasing. Many were never employed in private industry. Of the 418, 23 per- 
cent had some experience (in many cases Very little) and 5 percent had an 
adequate background. 

Seventy-three percent of the personnel who handled contracts (both negoti- 
ated and sealed bid) ranging up to $50 million a year were without private 
business experience in procurement. 

Better than 61 percent of those who handled contracts ranging from $50 
million to $100 million a year were likewise in this category, as were 47 percent 
of those handling contracts in the $100 million to $500 million range. 

In the category of large-scale procurement—those who purchased $25 to $500 
million a year—almost 56 percent had no previous experience in purchasing in 
the world of private business. Of the 70 individuals who handled these con- 
tracts in the 1956 fiscal year, only 4 could be considered to have an adequate 
background and only 1 of these handled contracts in the $100 to $500 million 
range. 

The 423 Navy personnel who handled negotiated and sealed-bid contracts 
purchased $6,131,344,000 during the 1956 fiscal year. Of this amount, almost 53 
percent, or $3,240,210,314, was purchased by personnel who had no experience 
in procurement before joining the Government. 

The greatest number of negotiatiors without prior experience was found 
among those who negotiate contracts of less than $1 million annually. They 
made up 86 percent, followed closely by negotiators in the $1 million to $5 
million range, of whom 74 percent had no prior employment in purchasing 
positions by private industry. In these two categories were to be found the 
largest number of civilian employees who never held any position in private 
industry before joining the Government, other than possibly part-time and sum- 
mer jobs. 

Numerically and percentagewise, Navy military personnel engaged in pro- 
curement was relatively small. They composed only 14 percent of the procure- 
ment personnel, most of them centered in the nonnegotiating posiitons. Only 3 
percent of the naval officers in procurement engaged in negotiations. The re 
mainder occupied nonnegotiating positions, composing 27 percent of the 406 peo- 
ple employed in this category. In addition to holding 72 percent of the admin- 
istrative and policy positions, naval officers held 17 percent of the supervisory 
posts, 2 percent of the analytical jobs, and 22 percent of the other positions 
in this category. 
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Salarywise, the greatest proportion of negotiators are GS-7’s. Thirty-seven 
percent are in this salary range, which pays $4,525 to $5,335 a year. The next 
largest number are GS-12’s. The salary here ranges from $7,570 to $8,645 a 


ear. 

' Among the nonnegotiators (the supervisors, administrators, analysts, attor- 
neys, etc.), the greatest number are in GS-13, which pays $8,990 to $10,065 a 
year. Thirty-five percent of the administrators are in this category. Among 
the administrators are to be found also the greatest number of people in the 
top-ranking grades of GS-16,17, and 18, which pay $12,900 to $16,000 a year. 

Sixty-six percent of those handling less than $1 million a year in Navy con- 
tracts are GS-7’s ($4,525 to $5,835), yet interestingly enough, 3 percent of those 
pandling contracts of $25 to $50 million a year received less pay—$4,080 to $4,890 
(GS-6). Almost 4 percent of those handling contracts valued at $25 to $50 million 
annually were in GS-7. One individual, who negotiated $1 million in the 1956 
fiscal year, is paid $1,200 annually. (The lowest pay grade, GS-1, has a 
salary range of $2,690 to $3,200 a year). 

The Navy is not lacking for educated people in its procurement; 49 percent 
of its procurement personnel are college graduates, while 71 percent have had 
some college education ; 27 percent have had a high school education ; while 2 per- 
cent attended grammer school only. One individual had no formal education, but 
had an impressive background of private business experience. 

In age, most of the procurement personnel range from 30 to 50, making up 
72 percent of the total; 6 percent were less than 30 years old; 39 percent were 
aged 30 through 39; 33 percent were aged 40 through 49; and 22 percent were 
50 years or older. 


RESULTS OF SURVEY OF ATR ForcE PROCUREMENT PERSONNEL 


Sixty percent of the Air Force’s 1,193 procurement personnel had no experience 
in private business purchasing before going to work for the Government. Many 
never held a position of any kind in private industry, other than part-time or 
summer employment. 

Thirty and one-half percent had some experience. In many instances it was 
very meager. 

Nine and one-half percent had what might be regarded as adequate experience, 
sufficient to have enabled them to obtain a position in private industry com- 
parable to the ones they held in the Air Force. 

The greatest percentage of personnel without experience in private business 
procurement is to be found in the administrative and policy positions. 

Of the 99 persons holding down administrative and policy positions, 75 per- 
cent were without experience in private business procurement. Almost 78 per- 
cent of those entrusted with the responsibilities of administering the Air Force’s 
gigantic procurement program and establishing policies to guide purchasing 
personnel were Air Force officers. Many of them have made a career of the Air 
Force and therefore have held few, if any, positions in private industry. This 
is the only category where military personnel held a majority of the positions. 
Of the 99 positions in this category, 77 were held by Air Force officers. In 
all other categories of purchasing and nonpurehasing positions, military in- 
volvement ranged generally from 1 to 27 percent. The remaining positions 
were held by civilians, with one exception: one of the three negotiators who 
negotiated in excess of $500 million a year was a military buyer. 

Of the 99 people in the administrative and policy positions, only 3 percent 
had a background of private business procurement which could be considered 
adequate. Twenty-two percent had some purchasing experience, although 
some of it very meager. 

In the highly important supervisory positions, 54 percent had no experience in 
private business in supervising personnel or in any type of purchasing, 35 per- 
cent had some experience in private procurement, and 11 percent had an ade- 
quate private business background in this field. 

Among the 67 analysts, 48 percent had an adequate background of experience 
in private business. This is the only category in which personnel experienced 
in private business exceeded in number those without any experience. However, 
it must be noted that the criteria used in grading Air Force analysts was employ- 
hent in private business in analytical work, not necessarily in procurement. 
Among the remaining analysts, 27 percent had no private business experience, 
while 25 had some. 
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In all other fields (including contract administrators, members of procurement, 
review committees, contract termination officers, engineers, small business Spe- 
cialists and production specialists) 65 percent had no private business back- 
ground in procurement ; 27 percent had some experience; and 8 percent had an 
adequate background. 

Of the 719 Air Force personnel who held nonnegotiating positions (including 
supervisors, administrators, analysts, attorneys, etc.) 57 percent had no private 
business procurement background ; 30 percent had some; and 13 percent had an 
adequate background. 

Among the 474 procurement personnel who negotiated contracts (variously 
termed contract negotiators, purchasing agents, buyers, contract specialists 
project officers, etc.) 63 percent had never held a private position which bore 
any relationship to purchasing. Many were never employed in private industry, 
Of the 474, 32 percent had some experience (in many cases very little), and 5 
percent had an adequate background. 

Sixty-three percent of the personnel handling contracts ranging up to $50 
million a year were without private business experience in procurement. 

The negotiators included 56 civilians who had never held any position in pri- 
vate industry (procurement or otherwise), except possibly part-time or summer 
employment. These negotiators participated in the negotiation of contracts 
costing $454,431,153. This does not include purchasing by military personnel 
who were similarly without private employment. 

Seventy percent of those who handled contracts ranging from $50 to $100 mil- 
lion a year were likewise in this category, as were almost 64 percent of those 
handling contracts in the $100 to $500 million range. 

In the category of large-scale procurement—those who purchased $25 to $500 
million a year—64 percent had no previous experience in purchasing in the world 
of private business. Of the 104 persons who handled these contracts in the 1956 
fiscal year, only 7 could be considered to have an adequate background in private 
business purchasing. 

The greatest number of negotiators (percentagewise) without private expe- 
rience in procurement was found among those who negotiate contracts of less 
than $1 million annually and those who negotiate contracts of $50 to $100 
million a year. They each made up 70 percent. 

Significantly, those in the $1 million range rise eventually in many instances 
to where they negotiate multimillion dollar contracts. This is shown graphi- 
cally by the percentages in the remaining categories. Thus, in the eight princi- 
pal categories of contracts handled (less than $1 million, $1 to $5 million $5 to 
$10, etc.) the percentage of those without private business procurement expe- 
rience never falls below 56 percent. 

Numerically and percentagewise the Air Force military personnel engaged in 
procurement was relatively small. They composed only 20 percent of the pro- 
curement personnel, most of them centered in the nonnegotiating positions. 
Only 19 percent of the Air Force officers in procurement engaged in negotiations. 
However, one of them has negotiated almost $8 billion during the past 5 years. 

Slightly less than 10 percent of the people engaged in negotiations were 
military personnel, totaling only 47 out of 474. The remainder occupies non- 
negotiating positions. These totaled 193 of the 719 in this category, about 27 
percent of the total. The two categories in which military personnel were cen- 
tered were in supervisory and administrative-policymaking positions. Seventy- 
eight percent of the administrators were Air Force officers and 27 percent held 
supervisory positions. 

Salarywise, the greatest proportion of negotiators are GS-11's. Thirty-six 
percent are in this salary grade, which pays $6,390 to $7,465 a year. The next 
largest number are GS-9’s. Twenty-three percent are in this grade, which pays 
$5,440 to $6,250 a year. 

Among the nonnegotiators (the supervisors, administrators, analysts, attor- 
neys, etc.) the greatest number are in GS-12, which pays $7,570 to $8,645 a year, 
followed closely by those in GS-13, which pays $8,990 to $10,065 a year. The 
percentages are 241% and 22%, respectively. Three percent are also to be 
found in the grades from 16 to 18, which pay $13,975 to $16,000 a year. There 
were no negotiators in these pay grades. 

The Air Force is not lacking for educated people in its procurement. Better 
than 55 percent of its procurement personnel are college graduates, while 77 
percent have had some college education. Fifteen percent are high school 
graduates, while 22 percent have attended high school for some period of time. 
Approximately one-half of 1 percent had only a grammar school education. 
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Of the 1,193 personnel, 663 were college graduates and another 258 had at- 
tended college without graduating; 180 were high school graduates, while 
another 80 had some high school education; and 8 attended grammar school 

ne. 

"2 age, a majority of the personnel range from 30 to 50, making up 67 percent 
of the total. Those under 40 years of age comprised 53 percent of the total. 
Fourteen percent of the personnel were less than 30 years of age; 39 percent 
were aged 30 through 39; 29 percent were in the 40 through 49 age bracket; 
while 18 percent were 50 years of age or over. 

Of the 1,193 personnel, 170 were under 30; 466 were aged 30 through 39; 
$41 were in the 40 through 49 age bracket; and 214 were 50 years of age or 


over. 


TABLE—SUBVEY OF DEFENSE DEPARTMENT PROCUREMENT PERSONNEL (ALL 
SERVICES ) 


Private business experience related to procurement (all personnel) 





























{In percent] 
Militar 
Air Force Army Navy Establish- 
ment 
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en irr re 
ate oe weee wenn en nnn nnncen ee cceesencsnencecene= 3044 28 22 264% 
Adequate. ...----.----------------------------- 94 9 9 9% 
Private business procurement experience of negotiators 
{In percent] 
Militar 
Air Force Army Navy Establish- 
ment 
NoNe.....---------------------------------+---- 63 66 72 67 
Little. ..-.-.--------------------------+-+------ 32 25 23 2634 
Adequate. ....--------------------++-+--------- 5 9 5 64 

















Private business procurement of nonnegotiators (administrators, supervisors, 
analysts, attorneys, etc.) 








(In percent] 
Militar 
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Private business procurement experience of nonnegotiators 


[In percent} 
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Age and education of personnel 
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TABLE—SURVEY OF ARMY PROCUREMENT PERSONNEL 





Private business experience related to procurement (all personnel) 


Percent 
on IRE SUS CAR NCES 4s SE Se ee ee ee eee Ce eee ee eee, | 63 
RR dlc cemadanceddndewsocravebucehesewnaaebbengescc meagre en ss aeedurenauenseesocenesaewnsewincwns 2B 
DO a a ae i ae 9 

Private business procurement experience of negotiators 

Percent 
SES SERS: Ra Alls es decisis cpen ion be eiictonaioelionaiaiaenideasiliidace 66 
et SS Sees ee Sen anncennesnduaceteenecaseaweeneeusesconsend 25 
CO ee ee ee a ne 9 


Private business procurement experience of nonnegotiators (administrators, 
supervisors, analysts, attorneys, etc.) 











Percent 
ee sale ews nbiwecnsdiShanscundiaeticnmnus nace 62 
RE eee ee eg cdedebmausuumewan iiusdanmni asin wpienceaidiiaciaanteeen 29 
IS athe ars eri atin expan anawcadoheseraephudaecsrensasnscedoensensebeseessneptenacstaaasels 9 
Private business procurement experience of negotiators 
{In percent] 

: | 

Supervisors | | Administra- Analysts Attorneys Others ! 

| | tors | 

ae | ae a 
0 EEE ER sitelaae! seccpeneaies eaee 65 80 3614) 41 63 
RE EE Seoreedove semper | 28 | 17 48 36 | 27% 
Gc ldvexidnsaccccncs 7 | 3 15% 23 9 





1 The category ‘‘others’’ includes the following personnel: Procurement officer, small-business speciatist, 
technologist, purchasing agent (contract review), administrative officer, equipment specialist, ¢ economist, 
industrial specialist, contract administrator, contract expediter, contract specialist, contract administra. 
tion coordinator, contract termination negotiator, procurement assistant, inspe ction personnel, organiza- 
tion and methods examiner, voucher examiner, industrial property administrator, contract examiner, 
realty assistant, technical adviser, inspector, engineers, production adviser, inspection coordinator, con- 
sultant (w.a.e.), contract specialist (termination), production specialist, property administrator. 




















{In percent] 
Private business procurement experience of negotiators 
Procurement ies "ey TE be 
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$1,000,000 to to to to to 
$5,000,000 | | $10,000,000 | $25,000,000 | $50,000,000 | $100,000,000 | $200,000,000 
al ——|—_— ‘| ——-| 

ae 7344 61 72 5114) 37% B60 Tncowncnecers 
a 20 26 21 3414) _ et ee 100 
Adequate _____- 6% 13 7 14 1234| SERENE oe ee 

















Military versus civilians (percentage of positions held by each) 























} | | n 
| | | 2 | | & 
| ~|lee|es|s8e|se|ssi2_|./| & 
|} & | 68 | S2i/S2ite\i-s\en2)| £ " A 
6S \eS/e=}] S=/| S5/ Se S31 8 5 es 2% 
ao | S-> | Sm Se |S2 i; S22 iooco!i a a ~ = 
| 2s | Ss | S&& gee i oe | ce | S&S > a 7) = n 
| wom -— . a? =—= | == zoe | zx te = > 4 = — 
| ¢z| Ss | SE 5/88/82 /cs/ 2/212) 8)2/ 3 
fw P) -~ O45 et i Chal fo ee we rs 
| ers “= | =w | SH | oH | Sw | ES 5 sc =| be oe] ° 
js |e |a@ es |8 |& we | DZ < < < ° & 
| — ee Poa ee) we Ren a a oe ke pe 
} | 
Military_-.-------- } 4 44. Omics: 1214} 33%}_- 1| 7% 1 4) 6h, 10 
ieien...-...---- | 99} 96 | 91 | 100 | 87%4| 66% 100| 89] 24] 98%] 951] 93%) 9 
| | | | } 























eee —~ 


own 


‘Total 














WEAPONS 


SYSTEM MANAGEMENT 


575 



































Pay grades 
[In percent] 
———woor 
Negotiators | Nonnegoti- 
(343) ators (1,202) 
i acdc 
OC A AO OB 0 70 OR Pos catncncadscnenccetwasdcncnen 4 0. 008 
+ tae esac ss ai gtamammeraa sana IEEE: 4% 314 
nn cunetenniequesmex eS Re RTE e Rite 1 1 
es le EE ae EG ae 22 64 
{a $4,970 to $5,780. ....-...- i adinkipwaaiont 5 2 
Tai avuak aaa $5,440 to $6,250... .........-.---------- 24 17 
Gs-10... ERS eee Ee 6 8% 
Oe 8 SS ese ee 244% 20 
Es Se cesapukootimewsl oe... |, eee 7 21 
ali a ETRE ALE SAE MSN SS PE 11 
| EE ae ELIE LERNER mica 5 
G6-45..... areata mad of SEE EE occcendunewtndinestuscaun a 0. 003 1 
| iat OO ERRNO st . 002 
IE cock ca ckkeecunen es A! ee eee Cer) EL es. Bee 
an 
Age and education of personnel 
[In percent] 
Age Education 
College High school 
Under | 30 through} 40 through} 50 and Gram- Ele- 
30 39 49 over mar mentary 
(76) (429) (543) (497) Some |Graduate|} Some | Graduate| (42) (2) 
(444) (443) (176) (438) 
5 28 35 32 28 29 12 28 3 0. 001 
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TABLE—SuRVEY OF NAVAL PROCUREMENT PERSONNEL 











Total Navy 
Private business experience related to procurement procurement 
personnel (829) 
Percent 
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Little. ...--------------------------- 2+ <n nnn nn nn nnn nnn n nee n nen nnn en nnn nenenen nn enn nes ve 
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Nonnegotiating procurement personnel 

















Little (84) 




















Total non- 
Private business experience Adminis- negotiating 
related to procurement Super- trative Analysts | Attorneys Other personnel 
visory policy | 
positions 
(85) (101) | (55) | (63) (102) (406) 
| 
= 
Percent Percent | Percent | Percent Percent Percent 
a 734 80 | 67 44 60 
islets rable al 1444 15 29 | 29 22 21 
paoquate (58)................ 12 | 5 | 4 | 27 18 13 
OTHER 


Comptroller 

Engineer 

Transportation officer 
§mall-business specialist 
Member, board of review 
Accountant 

Finance officer 

Technical division officer 


Assistant to the head 
Freight traffic officer 
Chief supply clerk 
Instructor 

Contract clearance officer 
Claims processor 
Shipping adviser 
Equipment specialist 
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Nonnegotiating personnel—civilian versus military (percentage breakdown of number 
of individuals holding posttions) 






































| Adminis- 
Supervisory! trative- Analysts | Attorneys Other Total 
policy 
(85) (101) (55) (63) (102) (406) 
DN cisataveacnandincives 17 72 Bites ooerocnas 22 27 
joy (205)...-.---------------- 83 28 98 100 78 73 
OTHER 
mptroller Assistant to the head 
es Freight traffic officer 
Transportation officer Chief supply clerk 
small-business specialist Instructor 
Member, board of review Contract clearance officer 
Accountant Claims processor 
Finance officer Shipping advisor 


Technical division officer Equipment specialist 
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Percentage of procurement handled in each pay grade (nonnegotiators) 












































'49 percent of the procurement personnel are college graduates. 











as 
Super- Adminis- | 
Pay grades visory trative Analysts | Attorneys Other Total 
(85) policy (55) (63) (102) (406) 
(101) 
| 
' Ds Rendeowedenedhaandabichinmaiaieies tenendeaiae 2 Ko 
Foe sae! Se TER 2-9 SRY 1 36 
| fp Eee 25 6 ll 7 
MD Dictasandiksdtcceadadiakedctevkseenateey 3 1 
WD iaecacetewncs 29 | 11 9/ 10 
6 Remarc ae Bi AN ee re ee 4 214 
21% 6 14% 9% 20 1444 
15% 19 20 22 24 20 
29 35 S 7 19 15 23 
10 19 2 | 20 7) 
4 | er ee ll 3 6 
ib echsataud OA danttadanciaeae et 1 1 
canuishoay © cctesccce il ehabencasss ehceeeeecel) ae 
| P< a ee a4 
GENERAL SCHEDULE OF PAY 
I ad i.a6 candiakaensacnedubeahaeie wy pee enn ooo eee $7, 570-$8, 645 
| SRSA ok Ss ee ERE SESE ok FR RE , 990-10, 
| RS a eae pl ak Rag ED eens ee 10, 320-11, 395 
8 on. 25 soceukausdacineeen eae ee Ok eee Be - 11, 610-12, 690 
iets wrennedch eamschuatersamsecjasieacdedlice ane Sindee 4, 970- 5, 7 Sa RAE SES tare OE 12, 900-13, 760 
ee ko Sm 2 ee aes a 13, 975-14, 835 
Ee eae 2S Sh Sk Sk 2 ee cee a Bie , 
ee ee ee 6, 390- 7, 465 
OTHER 
Comptroller Assistant to the head 
Engineer Freight traffic officer 
Transportation officer Chief supply clerk 
Small-business specialist Instructor 
Member, board of review Contract clearance officer 
Accountant Claims processor 
Finance officer Shipping adviser 
Technical Division officer Equipment specialist 
Educational background of procurement personnel 
| Number | Percent 
— SS SSS a | 
BS sasieroneiyaingstibsiipaaliblaadisiis boictinlentdlvminshacen wiiieedates | 582 | 171 
ae <= s inteee dil 178 22 
i Se eT ENA oe cd 404 78 
High school... ._- RNC LF CER 2 ° Aa =) -— 
Ree hee a a J ean -| 16 | 2 
No formal education................- es : ae = | 1 | ee ee 





Age of procurement personnel 








| 
Years | Number | Percent 
a | 
Ee ee ee Ve RNS nd. Ae OD | 47 6 
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TABLE—SURVEY OF AIR FORCE PROCUREMENT PERSONNEL 





AIR FoRcE 
Private business experience related to procurement (all personnel) 
Percent 
Se. -.ccdipeeubeadesunukbnsnenedcansesandaghehaaens gheneguinncaiseuaneeseaeeeaae Cameras ieate 60 
ED hated hocucteeaceomne scicneaéelaroahaeeh ataceaicale Seite ena ERaI 3044 
Adequate...----------------2---- se nnn ener nnn n nnn nnn n nnn n nnn nnn e nen n nnn n enn nn enn n nnn n een enneeee- 948 
Private business procurement experience of negotiators 

Percent 
NOME. ccccccncn nn nnncennwn en nnn a - =~ nnn ence n scene nena e ene n ne nw mw eenwneweenen en ennnnsessnecesesese 63 
Little...--------+---- 200-2 + 220-22 - nnn nnn nnn ne nn een n nnn nnn nnn enn nnn een nnn n nnn n ene enenn nen nteee 
Adequate... --------~--------------- 2-2-2 nae nnn enn nnn e nnn nen en nn ne nnn een n nn nn ene n ene neneee nnn eee 5 


Private business procurement experience of nonnegotiators (administrators, 
supervisors, analysts, attorneys, etc.) 




















Percent 
CC ee 57 
Little... - one ene e nn nnn nn nn nnn nnn none nnn ne eee nnn nee e enn sree n serene ceeeencerecsees 
BND cn idicanwkanantiudsedvenibbadsouatbndaricnkcdguddtielbotaietzessecskeseensninmaansnneEe 13 

Private business procurement experience of nonnegotiators 
Supervisors Adminis- Analysts Others ! 
trators 

eee 54 75 27 65 
TBR. con cccccccwsccccncecncccc ce ncccccccesccese 35 22 25 27 
0 ee ngagusapeuunine ll 3 48 SN 





1 The category ‘others’ includes the following: Contract administrator, member of review board, tech- 
nical assistant, special projects officer, actuary, contract specialist (termination), industrial property officer, 
derical assistant, surplus property disposal officer, contract termination officer, production facilities 
specialist, production specialist, maintenance technician, industrial engineer, industrial specialist, inspec- 
tion specialist, plant clearance officer, and small business specialist. 
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Military versus civilians (percentage of positions held by each) 
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pee ees Bee a ee Cae ESE ewes on pees ore: 
Military 11 12 5 11 5 17 13 50 27 78 1} ll 20 
Civilian so} s8| 95] 89] 95] 97] 83] 87] 100] 50] 7 99 | 89 | 80 
Division of personnel by pay grades 
{In percent] 
Negotiators | Nonnegotia- 
tors 
ee RR CL) a TC UOTE EY a 4 % 
esa esis $3,670 to $4,480. ....-----.-.-.-- : 2 3 
Sina a baie mae $4,080 to $4,890____ M% \% 
GS-7... OS | ee eee eR RS F 21 7% 
G0-8..... $4,970 to $5,780_. .. 2% 1 
G60. ....- ene x 23 5 
eS os $5,915 to $6,725_._- 1 1 
Gai. ... aodusl EMD CEU te saccrcapecassvuseatuduxcenes 36 14 
GS-12..-- fo eres 11 2444 
GS-13. . .-.- $8,990 to $10,065__..___- 3 2214 
oo a PSE HS SEER $10,320 to $11,395__.__- 1g 10 
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GS-16 | $12,900 to $13,760. ___ aeanaperenen! 2 
QGS-17/18..-- -| $13,975 to $16,000... eo, ao oe = See - 1 
| 
Age and education of personnel 
{In percent] 
Age Education 
College High school 
Under 30 | 30 through | 40 through | 50 and over * Gram- 
(170) 39 (466) 49 (341) (214) mar (8) 
Some Graduate Some Graduate 
(258) (663) (80) (180) 
14 39 29 18 22 55 7 15 4 
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Mr. Héserr. Thank you very much, Mr. Wilcove. 

Now, the committee will stand in recess subject to the call of the 
Chair. 

Mr. Courtney. Well, it will be Wednesday. 

Mr. Hézerr. It will be the earliest time possible that we are al- 
Jowed to meet. 

(Whereupon, at 11:37 a.m., the subcommittee adjourned.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


WEDNESDAY, JUNE 17, 1959 


Hovser or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., the Honorable F. Edward Hébert 
(chairman of the subcommittee) residing. 

Mr. Hézert. The committee will be in order. 

Mr. Courtney. 

Mr. Courtney. Mr. Chairman, this morning we resume the manage- 
ment testimony on the weapons management system of contracting. 

While we have heard from the Air Force on their views, Mr. Bunker 
was out of the country at the time of those hearings, and he has agreed 
to present the story of the management system on the Titan missile 
and other Martin Co. operations this morning. 

Mr. Bunker has a prepared statement and is prepared to read the 
statement, and to answer the questions of the committee after that 
testimony. 

Mr. Hépserr. We are pleased to have you back with us, Mr. Bunker. 

Mr. Bunker. Thank you, Mr. Chairman. 

Mr. Hépert. After a lapse of several years. 

Mr. Bunker. That is true, sir. 

Mr. Hésert. Perhaps we will see you in the future without the lapse 
of several years. 

We will hear your presentation, and members of the committee will 
not question you until you finish, and then they will ask you to answer 
questions. 


STATEMENT OF GEORGE M. BUNKER, CHAIRMAN, BOARD OF 
DIRECTORS, MARTIN CO. 


Mr. Bunker. Thank you, Mr. Chairman. It is relatively short. 

May I introduce my associates? On my right is Mr. Earl Uhlig, the 
vice president. On my left is Mr. William Bergen, who is president 
of the company. 

Mr. Chairman and members of the subcommittee, my name is George 
M. Bunker, and I am chairman of the board of directors of the Martin 
Co., in which capacity I am its chief executive officer. 

Tam glad to be here today in response to the request of the subcom- 
mittee and to do anything I can that will contribute to an understand- 
ing of the various matters with which the subcommittee is concerned. 
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CORPORATE STRUCTURE 


The Martin Co., generally speaking, is engaged in the design and 
construction of weapons systems, including therein airframes, elec- 
tronics, and other components. 

The company’s principal office and its relatively small staff of 
corporate officers and employees is located on the outskirts of Balti- 
more, Md. The company has no subsidiaries or affiliates, nor has it 
during the past 3 years acquired, directly or indirectly, the capital 
stock or business of any other corporation which it had not wholly 
owned for a number of years. 

By way of explanation of my last comment, let me say that the 
Martin Co. at one time owned three subsidiaries, one of which had 
been organized for the sole purpose of poet the staff and facil- 
ities for basic research, the second for the possible promotion of sales 
in foreign countries, and the third to take title to certain real estate 
which the company acquired. During the past year, however, all 
three of those subsidiaries were merged with the Martin Co. with the 
result that we now have no subsidiaries or affiliates. 

The corporate staff to which I refer, subject to the approval of our 
board of directors, is charged with responsibility for the determina- 
tion of policies and procedures incident to the conduct of the com- 
pany’s business. 

nder our corporate scheme of things, the president reports to the 
chairman of the board, as do the general counsel, the director of in- 
formation services, and the director of corpoarte planning. Report- 
ing to the president at the corporate headquarters are the vice presi- 
dent—finance, the vice president—engineering, and the vice presi- 
dent—sales. 

The company has eight operating divisions, five of which are 
located in Baltimore, Md.; one is located in Denver, Colo.; one at 
Orlando, Fla.; and the remaining division is located at Cocoa Beach, 
Fla. Each of the divisions is headed by a vice president or general 
manager who reports directly to the president. 

The Baltimore division is a multiproject division. It currently is 
engaged in the manufacture of the P6M Seamaster jet attack seaplane, 
the P5M-2 antisubmarine patrol plane, the Mace operational surface- 
to-surface missile, and the Vanguard satellite vehicle. Its activities 
include work incident to the modification of the P5M and the B-87 
planes and, under subcontract from McDonnell Aircraft Co., in the 
manufacture of wings for the F-101 plane. 

The Denver division is engaged in the design, development, manu- 
facture, and testing of the Titan intercontinental ballistic missile. 

The Orlando division is also a multiproject division. It is engaged 
in the design and manufacture of the Lacrosse missile, the Bullpup 
and White Lance air-to-surface missiles, the Missile Master air de- 
fense system, and the Pershing solid propellant selective range ballis- 
tic artillery missile. 

The nuclear division, located in Baltimore, is engaged in a variety 
of nuclear-power projects, among which are the SNAP project (a 
small isotopic electric generator) and an air-transportable nuclear 
reactor for the generation of power at remote military bases. 

The Cocoa division is engaged at Cape Canaveral in the test firing 
of various missiles designed and manufactured at other divisions of 
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WEAPONS SYSTEM MANAGEMENT 593 
the Martin Co. Two programs currently in such test-firing stage are 
the Vanguard and the Titan. 

The RIAS division, located at Baltimore, is devoted solely to ac- 
tivities relating to basic research. It is staffed by a number of out- 
standing scientists who are working in various fields of basic research 
in an effort to add to the total knowledge of mankind. The greater 

art of the cost of this research is borne by the Martin Co. but some 

unds have been provided under grants or contracts from Government 
agencies. sh ec ont 

The space flight division, located in Baltimore, was created in 
1958 and manages one of two teams composed of leading defense in- 
dustry companies to develop competitive designs for the Air Force 
yroject known as Dyna Soar, a hypersonic, circumglobal, manned ve- 

icle program. 

The eighth division of the company is known as the activation di- 
vision and has been created to activate the bases for the Titan missile 
at various locations throughout the country. Its permanent head- 
quarters have not as yet been established but work is currently in 
progress on the first base at Vandenberg Air Force Base in California. 


MARTIN AND GOVERNMENT INVESTMENT 


From what I have said the committee will observe that the Martin 
Co. is engaged almost exclusively in Government work. For that rea- 
son I believe you would be interested in some information as to the 
respective present investments of the company and the U.S. Govern- 
ment in land, buildings, and facilities required for the discharge of 
our contractual obligations. 

As of December 31, 1958, the total investment of the company, 
based upon original acquisition cost, was $94,838,779. The Govern- 
ment’s investment at that time in all facilities made available for use 
by us was $71,490,130. We anticipate that this latter sum will be 
increased approximately $7 million by the completion of facilities 
now under construction at our Denver division “m we have submitted 
proposals to the Government for about $1,400,000 of additional facili- 
ties required there. Should our proposals be accepted and the facili- 
ties at Denver be completed as contemplated, the total investment of 
the Government in all facilities made available to the Martin Co. 
would approximate $80 million. Such facilities are, of course, not 
used on other than Government work. 


WEAPONS SYSTEM CONTRACTS AND MANAGEMENT 


Although I am informed that previous witnesses have testified as 
to the so-called weapons system concept, it is perhaps appropriate 
for me to make some comments with respect to that subject. There 
is nothing fundamentally new about the procedures involved in weap- 
ons system management and indeed such procedures could be readily 
applied to other manufacturing and industrial undertakings. For 
present purposes, however, I would like to confine my comments to 
the development of military weapons. 

At the conclusion of World War II, it became evident that the 
guided missile was to play an increasingly important role as a military 
Weapon and as early as 1946 the Martin Co. undertook the develop- 








594 


WEAPONS SYSTEM MANAGEMENT 


ment of the Matador, a ground-to-ground 500-mile-range missile, Jt 
was at this time that our organization became quite aware of the strik- 
ing differences between aircraft and missiles. While we possessed 
very definite technical capabilities with respect to the design of air- 
craft in the fields of mechanical, structural, and aerodynamic engi- 
neering, it became evident to us that the heart of the guided missile 
lay in the fields of electromechnics and electronics. 

Our first approach to this situation naturally led us to seek assist- 
ance from the companies who had a broader history of experience in 
these fields than had Martin. Interestingly enough, we found it ex- 
tremely difficult and in many cases impossible to enlist the support of 
these companies in the development of guided missiles. The reasons 
for this were simply that a lucrative commercial market, starved by 
wartime shortages, prevailed at that time for most producers, 
Coupled with this economic fact was a real skepticism on their part as 
to the future of the missile. Lastly, we could make no actual pro- 
duction promises since our first missile contract for the Matador con- 
sisted of only 15 research and development missiles. 

Faced with this situation, the company undertook to assemble its 
own personnel with technical capabilities essential for the design and 
production of successful missiles. We should like to make a point at 
this juncture that it is undertakings such as this that constitute one 
of the gravest risks in the defense industry. The decisions we made 
in 1946 on a small development contract with little volume and a very 
low profit did not bring any real rewards to our company for more 
than 6 years after our decisions were reached. Yet had we not acted 
as timely as we did over 10 years ago our present position as a capable 
producer of weapons for the Government would never have been 
attained. 

Thus with the development of the Matador under the missile con- 
tract to which I have been referring, the company embarked on its 
first program embodying what has now become to be recognized as 
Weapons system management. In the development of the Matador 
new items such as zero length launchers, gyros, telemetering, etc., 
were developed by carefully selected subcontractors; standard items 
such as the J—33 engines were furnished by the Government and the 
airframe itself was designed and fabricated by Martin. Most impor- 
tant, however, Martin undertook the management responsibility of 
coordinating the specifications, design proposals, schedules, and test- 
ing for the complete weapons system. May I be permitted to com- 
ment that, from the viewpoints of performance, schedule, and cost 
this particular program has been an outstanding one. 

By 1953 the company had developed a centralized management 
type of organization for each of our major weapons system programs, 
a step taken in recognition of our increased activity and responsi- 
bility in such programs. In practical effect, we establish a small 
integrated group within the company for each weapons system pro- 
gram. Through this type of organization we obtain the advantages 
resulting from the concentration on a given project of small groups of 
cerefully selected qualified personnel who can and do call upon the 
resources and talents of our entire organization. We call this group 
the Operations Team. It is headed by a weapons system operation 
manager who has assigned to him personnel representing each oper- 
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ating function of the division responsible for the project. The op- 
erations manager and the members of his team are physically located 
together in order to provide quick and effective lines of communica- 
tion. Responsibility is delegated to each member of the team for 
his phase of the work and, in the event of conflict between team mem- 
bers the operations manager has full authority to resolve the differ- 
ences. In addition, he has wide latitude to make commitments to the 
customer with respect to his project. 

This type of organization results in the integration of all struc- 
tural, electrical, mechanical, electronic, powerplant, armament, and 
other components into a complete airborne weapons system. We are 
convinced that this type of project organization contributes signifi- 
cantly to our ability to perform efficiently as a prime weapons system 
contractor. It permits us to carry out the necessary systems inte- 
gration rer 1y which is so necessary in weapons systems manage- 
ment. Because the members of the team “live” with their particular 
program, there is provided specific and effective contact points for 
customer personnel. It provides a reasonably simple method of con- 
trol over the operating functions because of the clear delineation of 
responsibility. 

Having briefly discussed in a general way the weapons system 
concept of procurement and management, may I illustrate and ex- 
plain some of those systems and the related management responsi- 
bilities, as they pertain to specific projects of the Martin Co. 


THE MACE WEAPON SYSTEM 


The TM-76B Mace which we currently are producing in our Balti- 
more division for the Air Force is illustrative of our responsibilities 
and procedures in the management of weapons systems. The Mace 
isan outgrowth of the earlier Matador which latter weapon has been 
deployed overseas with the Air Force since 1954. While buttressing 
the inventory of tactical weapons, the Matador has served to estab- 
lish operational concepts and systems applicable to subsequent wea- 
pons systems. In a statement by the Director of Material Programs 
of the Air Force on June 8, 1959, to the Committee on Appropriations 
of the United States Senate, it was said: 

In order to provide a modern tactical force to support the Joint Chiefs of 
Staff required tactical air operation mission of the Air Force, we are con- 
tinuing the production of the improved Mace “B” surface-to-surface guided mis- 
sile. This missile, which augments as well as complements the tactical air- 
craft force, provides a versatile, quick reaction, high salvo rate, and highly 
effective, all-weather, tactical weapon which will be responsive to the many and 
varied tasks of modern tactical air operations. This missile which is com- 
pletely impervious to electronic jamming is capable of destroying, with nuclear 
warheads of various sizes, targets from either high or low altitudes over varied 
ranges with a very satisfactory degree of terminal accuracy. The Mace missile 
will be employed by our oversea theater tactical forces. 

The committee may be interested in some of the background related 
tothe award to Martin of the Mace contract. At the conclusion of the 
last world war, this country was behind Germany in the design and 
construction of guided missile weapons with the result that, in 1946, 
the armed services recognized the requirement for industrial develop- 
ment of guided missiles and rockets with specific applications ; namely, 
surface-to-surface, air-to-surface, surface-to-air, and air-to-air mis- 
siles, 
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In 1946, after competition, Martin was awarded a design study 
contract for the development of the Matador. During subsequent 
years we received authority for continued research and development 
of this missile and ultimately we were awarded a production contract, 

In 1954 Martin was awarded a research and development contract 
on a cost-plus-a-fixed-fee basis to study, develop, and test the Matador 
by utilizing an improved guidance system know as Atran. This more 
advanced missile was first designated TM-61B and later changed to 
TM-76A but more commonly known as the Mace. | 

In 1956 and 1958 Martin received fixed-price incentive contracts 
for production quantities of the TM-76A missiles and related ground 
support equipment. o. ad 

In a further effort to improve the capability of the missile system, 
we had been authorized in 1955 by an amendment to the research and 
development contract under which we were developing the Atran 
version, to begin development of an inertial guided missile to be known 
as the TM-76B Mace. Finally, in September 1958, we received a 
letter contract to complete the inertial guidance development, includ- 
ing the manufacture of a limited quantity of missiles. In December 
1958, we received a letter contract for long-leadtime items for a pro- 
duction quantity of TM-76B Mace missiles and related ground sup- 
port. 

It is anticipated that the two letter contracts for development and 
production of those weapons will be combined into one definitive con- 
tract to be issued in the near future. Since the work is largely of a 
research and development nature, the contract is being negotiated on 
a cost-plus-a-fixed-fee basis. It is expected that future procurements 
will be on a fixed-price incentive basis. 

Our responsibilities as weapons system manager for the Mace pro- 
gram as set forth in the contract are as follows: 

In the performance of the work called for hereunder, the contractor is the 
weapons system manager, and is hereby given the overall responsibility for 
the weapons system. The weapons system herein referred to consists of the 
complete guided missile, including all associated subsystems, such as propulsion, 
guidance, communications, navigation, together with related test, training, and 
ground support equipment, which, when integrated with skilled personnel, facili- 
ties, and all associated equipment, becomes operationally patent to accomplish 
the tactical bombardment mission contemplated * * *, 

AS weapons system manager, the contractor is responsible for the development 
and timely integration of all items of CFE and for the timely integration, includ- 
ing responsibility for the coordination with the suppliers of all items of GFE to 
insure performance, reliabilities, and compatibilities with the total weapon 
system in its mission environment. In discharging these responsibilities, the 
contractor will recommend new items or already developed items to fulfill all the 
needs of the TM-76B weapon system. The contractor will exert his best efforts 
to take full advantage of existing suitable components, developments, engineering 
knowledge, and production capabilities of other contractors as well as all 
available Government sources. 

Thus we have the responsibility for providing a centralized man- 
agement of the entire weapon, including all the systems and the tactical 
support equipment which involves over 80 different major items. We 
are responsible for engineering design, subcontracting, technical inte- 
gration, and performance under the contract with the exception of the 
procurement of the powerplant items which are supplied to us as Gov- 
ernment-furnished equipment. As weapons system manager on the 
Mace we operate under the guidance and technical surveillance of a 
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specialized Air Force team responsible for the overall integration of 
all facets of the program to bring the system into the Air Force inven- 
tory. This team is known as the weapons system project office, gen- 
wa referred toas the WSPO. The WSPO is composed of both Air 
Materiel Command and Air Research and Development Command 
representatives who have the support of all cognizant Air Force 
elements. oleh 

In order to integrate Air Force and company responsibilities with 
respect to the technical aspects of the Mace program, the two teams 
hold monthly meetings to review status, discuss mutual problems, etc. 

Included in our responsibilities under the current Mace contract 
should be mentioned an activity which was first initiated and devel- 
oped during the Matador programs, and which we consider a signifi- 
cant part of weapons system contractor management. The activity to 
which I refer is our contractual responsibility for the maintenance and 
repair of all delivered Matador pr ov peer items both in this country 
and overseas. We believe that this arrangement is in the national 
interest for two principal reasons: 

(1) It provides us firsthand information as to any difficulties and 
problems that might be encountered in service so that improvements 
or modifications can be incorporated quickly, and 

(2) Maintenance and repair work is accomplished effectively be- 
cause it is performed by personnel already familiar with the equip- 
ment as a result of having participated in the manufacture of the 
missiles. The earlier contracts for this service were on a time and 
material basis but the latest contract is on a cost-plus-a-fixed-fee basis. 


THE TITAN WEAPON SYSTEM 


The Titan weapon system developed quite differently than Mace. 
We all recall that during World War II Germany came dangerously 
close to changing the course of the war with its ballistic V-2 rocket. 
From a payload point of view the ballistic rocket was, and still is, an 
inefficient weight carrier. 

Thus it was reasoned at the end of the war that, since no nuclear 
warhead of sufficient yield and acceptable light weight was available, 
the ballistic missile had no immediate place in the country’s arsenal. 
For all practical purposes, then, plans for the long-range ballistic 
missile lay dormant from 1946 to 1953. Suddenly it became evident 
that a practical lightweight high-yield nuclear warhead would be 
available in the very near future and certainly many years before the 
rocket carrier. 

At the time of the inception of the Titan program there existed 
in no one contractor’s facilities the complete technical capabilities to 
management adequately the development of such a ballistic missile. 
Under such circumstances, and in the interest of time, the Air Force 
brought together the necessary diverse skills to form the nucleus of a 
management capability and made them available to Martin and asso- 
ciated contractors working on the Titan program. Thus there came 
into being for the first time in the development of ballistic missiles 
what has become known as the prime-associate contractor relationship. 
The fast pace at which the Titan program has been developed was 
made clear to the Appropriations Sounaliies of the U.S. Senate on 
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June 8, 1959, in the statement of the Director of Materiel Programs 
of the Air Force when he said: 


We are extremely well pleased with the development and test schedule of the 
Titan program. Four flights to date, which closely approximated a test schedule 
laid down in 1957, have been completely successful. In addition to these tests 
many hot hiring tests have been conducted on the static test stands at the Martin 


Co.’s Denver, Colo., facility. The Titan missiles will be deployed in a hardened 


posture. 


Under the Titan weapons system the Air Force is the systems man- 
ager. In this capacity the Air Force is represented by the Ballistics 
Missile Division of ARDC and the Ballistics Missile Center of AMC 
assisted by Space Technology Laboratories. 

As systems manager, the Air Force contracts directly with a number 
of prime associate contractors, each of which is responsible for a specific 
portion of the overall weapons system. For example, Space Tech- 
nology Laboratories, under the supervision of the Ballistics Missile 
Division, is responsible for systems engineering and technical direction 
to insure systems compatability of the overall weapon; Aerojet Gen- 
eral Corp. is responsible for the propulsion system; Avco Manufactur- 
ing Co. is responsible for the nose cone; Martin is responsible for 
airframe and assembly and test, etc. None has responsibility as a 
systems manager. <A simple explanation of how the system works 
can perhaps best be illustrated by assuming the construction of a 
house of which the Air Force is the owner. Space Technology Labo- 
ratories is the architect-engineer, Martin is the general contractor 
for construction of the house, another associate is the plumbing con- 
tractor, another is the electrical contractor, ete. Each has his own 
responsibility under the technical direction of the architect-engineer 
to give the owner the finished house he desires. 

Each of the Titan contracts was awarded after competition. Mar- 
tin’s is on a cost-plus-a-fixed-fee basis, the fee being 614 percent of the 
negotiated estimated cost of the work for which Martin is responsible. 
We receive no fee on the costs incurred by the other associate con- 
tractors. We are not responsible for the work of the other associate 
contractors. We had no voice in their selection, as such, and we have 
no control over the costs they incur. 

More specifically, the Martin Co. is responsible for the design, 
fabrication, assembly, and factory checkout of the airframe and con- 
trol system; for the installation or inclusion of provisions for the 
installation of the guidance system, propulsion system, accessory power 
supply, and nose cone; the maintenance, checkout, and captive or 
flight test of the missiles, and for the design, construction, and main- 
tenance of certain facilities and equipment directly concerned with 
the development, production, and testing of the airframe and control 
system and/or certain related systems in conjunction with the appro- 
priate associate contractor. 

Under the Titan contract our major responsibility is for the inte- 
gration of the entire weapon system. In this role we provide for 
design integration, physical integration of subsystems, and the testing 
out of the total weapon system. We must install equipment furnished 
by our associates in the framework of our missile body, and we must 
merge our efforts and those of all other associates into one single test 
program. Of necessity, we must keep in constant touch with the 
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Air Force, Space Technology Laboratories, and our associate con- 
tractors to resolve the problems which arise, to avoid delays, and to 
resolve differences. In case of disagreement, of course, the final de- 
cision is made by the Air Force. I know of no substantial disagree- 
ments, however, that have not been satisfactorily settled without 
detriment to the program. Our entire relationship has been one of 
mutual cooperation with but a single purpose—to produce the best 
finished product possible in the shortest time and at the least cost. 


COST-PLUS-A-FIXED-FEE CONTRACTS 


I am sure you are interested in the fees paid under cost-plus-a-fixed- 
fee contracts, and I would like at this point to make a few observa- 
tions with respect thereto. As you know, this type of contract is 
designed for those situations where there has been no cost experience 
or a realistic cost figure cannot be obtained. Hence, most contracts 
for research and development on a new weapons system are awarded 
on a cost-plus-a-fixed-fee basis. The statutes authorize maximum 
fixed fees of 15 percent on research and development contracts, and 10 
percent on other contracts, but I personally know of no instance where 
the armed services have authorized those maximums. Martin’s aver- 
age fee has been from 614 to 7 percent. I am sure you know that 
the fixed fee is based on the estimated cost of the contract at the time 
it is executed—not on the actual cost of the weapon when it is com- 

leted. To be granted a 614-percent fee does not mean the contractor 
is guaranteed a 614-percent profit. We have many expenditures 
which are not reimbursable under our contracts, such as interest on 
borrowed capital, general research in many instances, certain legal 
and advertising fees, donations, contributions, ete. 


SUBCONTRACTING 


Under the weapons system concept the procurement effort on the 

part of the prime contractor has become a greater and more important 
part of our overall effort. The prime contractor has a greater re- 
sponsibility for managing and controlling the activities of subcon- 
tractors in areas where, under the prior practice, the subcontractors 
were prime contractors to the Government. In recognition of this 
changed situation we have made necessary organizational changes to 
fulfill our responsibility to the best of our ability. 
_ We are continually and extensively engaged in the process of find- 
ing new and better sources of supply for established requirements, 
as well as sources for new requirements as they develop. We have 
continuous contact with potential sources of supply. Our estab- 
lished policy is to receive and interview all suppliers’ representatives 
and to consider their products and capabilities in the light of our 
present and future requirements. 

Our procurement policy is that competitive bidding be used to the 
maximum extent practicable, and most of our subcontracts and pur- 
chase orders are issued on a straight fixed-price basis. However, where 
so many indefinite factors are present that a fixed price cannot be 
established with sufficient. accuracy, we resort to other forms of 
contract. 
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Where the article or component to be purchased is novel and in 
instances where the bids appear to include reserves for unknowns as 
evidenced by their comparison of costs with our estimate, we include 
a price-redetermination provision, usually with limited upward and 
unlimited downward provisions. 

Where the competitive bids are at prices considered reasonable but 
there is reason to believe that a savings could be effected by negotiat- 
ing a realistic target price and using an incentive-type agreement, we 
use that form of contract. 

We use the cost-plus-a-fixed-fee type of subcontract where the item 
to be procured is of a research and development nature and an esti- 
mate of cost is apt to be unrealistic. 

Time and material type subcontracts are used when the articles or 
services to be procured are of such a nature that the supplier’s per- 
formance can be checked with a high degree of accuracy but the total 
amount of work to be accomplished by the supplier is not known. 

When we consider it inappropriate to award a subcontract on the 
basis of competitive bids, we negotiate the contract. Negotiation is 
an important phase of procurement activity. We recognize the dif- 
ficulties and complexities involved and have developed methods and 
procedures to assure effective participation in price negotiation and 
redetermination. 

When the price is to be negotiated, the scope of work and terms are 
agreed upon with the suppliers prior to the negotiation meeting. Cost 
breakdowns have been iaalvaed by both our procurement and finance 
people and projections have been made on the basis of planned con- 
tract expenditures submitted by the supplier. We prepare compara- 
tive estimates, using the best data available, to arrive at a fair and 
reasonable estimate of costs. This estimate is used in negotiations 
with the supplier. 

Engineering changes, changes in quantity or delivery schedules, and 
determination of final price under price-redeterminable type sub- 
contracts are other items for which the price must be negotiated. We 
prepare studies appropriate to each such situation to show the amount 
of credit due or additional cost resulting, and these estimates are com- 
pared with those submitted by the supplier. Prices for items of this 
type are finally agreed upon after differences have been resolved and 
agreements reached. 

In the final analysis, we have the responsibility for selecting the sub- 
contractors, for determining the form and terms of subcontracts, and 
our efforts are devoted to obtaining the best buy possible, price and all 
other factors considered. And it is to our advantage to accomplish 
this result. Not only do we have the normal incentives of pride of 
accomplishment and satisfaction in a job well done, but as taxpayers 
and patriotic Americans we certainly want our country to obtain the 
most for the defense dollar. Furthermore, if we are successful in 
our efforts to produce at a minimum cost it should place us in a more 
favorable position for future contract consideration by the Govern- 
ment. 

The military department involved does not participate in our nego- 
tiations with subcontractors but we are required to obtain its approval 
of certain subcontracts, depending upon the terms of the particular 
prime contract involved. Generally, Government approval is re- 
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quired of all cost-plus-a-fixed-fee, price-redeterminable, time and ma- 
terial, facilities acquisition, and certain fixed-price subcontracts. 
Irrespective of the lack of Government participation in subcontract 
negotiations we consider this requirement for subcontract approval to 
be very effective. ‘Through the Government’s estimating and pricing 
techniques the requirement serves as a double check on our pricing 
effectiveness. On occasion subcontracts are returned by the Govern- 
ment for additional information or data, or because the subcontractor 
may be debarred from receiving Government business, a fact not 
theretofore known by us. In other instances, the Government may 
consider that the particular subcontractor already is operating at full 
capacity, is otherwise considered incapable of doing the job, or has 
defaulted under a similar contract. 

Our subcontracts generally contain a provision requiring the sub- 
contractors to make their books and records available to authorized 
representatives of the Department of Defense and the Comptroller 
General. Also, it is our general policy in subcontracts other than 
those on a fixed-price basis, to require that the subcontractor agree 
tomake available at its offices at all reasonable times any of the records 
pertaining to the costs and expenses of the subcontract for inspection, 
audit, or reproduction by authorized representatives of the Martin 
Co. In such audits as have been performed by us or by the military 
departments, our experience has been that many items originally ques- 
tioned ultimately are allowed and that those costs finally disallowed 
are costs which are not reimbursable under the subcontract terms. 
[have no precise figures as to such disallowed costs. 

In connection with our subcontracting activities we have an estab- 
lished small-business policy and we conduct a defense subcontracting 
small business program in accordance with Department of Defense 
instructions. We give small business an equal opportunity to com- 
pete for all procurement for which it is capable and qualified. 

In addition, we request our larger suppliers to establish and conduct 
small business programs meeting the requirements of the Department 
of Defense instructions, and our general policy is to require subcon- 
tractors to agree to accomplish the maximum amount of subcontracting 
tosmall business concerns that the subcontractor finds to be consistent 
with efficient performance of his contract. 


CONCLUSION 


I have attempted to explain briefly the nature and development of 
the weapons system method of contracting and management, the re- 
sponsibilities of prime contractors engaged thereunder, and the meth- 
ods and procedures employed by Martin in fulfilling its contractural 
obligations. In the present world situation we are convinced that the 
system concept is the best known approach to the production of many 
operational defense weapons and that under it the Government is 
assured the best product, at the least cost, within the limited time 
schedules. The fast pace at which our programs have developed is 
testimony as to the effectiveness of the weapons systems. 

Mr. Chairman, that concludes my general statement. 

Mr. Héserr. Thank you very much. 

Mr. Bunker. We are prepared to answer your questions. 
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Mr. Hézerr. Mr. Bunker, thank you for a very clear statement. 

I just have one or two questions to ask. 

You mentioned the Dyna Soar, in the beginning of your statement, 

Mr. Bunker. Yes, sir. 

Mr. Héserr. And then you didn’t mention it again. Were you in 
competition for the Dyna-Soar ? 

Mr. Bunker. Yes, sir. 

Mr. Hépertr. Were you successful ? 

Mr. Bunxer. No decision has been reached, Mr. Chairman. 

Mr. Héserr. No decision has been reached ? 

Mr. Kunn. There were two phases of this competition, Mr. Bunker? 
Will you explain that ? 

Mr. Bunker. Yes. I was referring to the present phase of it that 
is now under evaluation by the Air Force. 

Mr. Héserr. But you were not engaged in the original phase. 

Mr. Bunker. Yes. We are really in the second phase of it, Mr. 
Chairman. 

Mr. Héserr. Did you compete in the original phase ? 

Mr. Bunker. Yes; we did. 

Mr. Héperr. Were you successful # 

Mr. Bunker. Yes; there were two contractors selected, of which we 
were one. 

Mr. Hépertr. Then you did get the Dyna Soar contract ? 

Mr. Bunker. We got the first portion of it, Mr. Chairman. 

Mr. Heésert. All right. You got the first portion of it. Who was 
your competitor ? 

Mr. Bunxer. Boeing was the principal manager of the competing 
group. 

Mr. Héperr. And you were successful against Boeing ? 

Mr. Bunker. No, sir. 

Mr. Kunn. Boeing and Martin were selected to proceed further, 
with further studies. 

Mr. Bunker. That is correct. Martin and Boeing were selected 
to proceed further. An evaluation of our proposals and individual 
activities is now being undertaken and no decision has been reached, 
Mr. Chairman. 

Mr. Héserr. What other contractors were invited to compete in the 
Dyna Soar program, the first phase / 

Mr. Bunker. I don’t believe I could answer that; I don’t know. 

Mr. Héserr. You don’t know against whom you were competing! 

Mr. Bunker. I thought you said who were invited. 

Mr. Heéserr. I mean against whom did you compete. 

Mr. Bergen. The major aircraft companies—Convair, North Amer- 
ican. 

Mr. Bunker. That is right. 

Mr. Bercen. Republic. 

Mr. Bunker. Lockheed. 

Mr. Bercen. Lockheed. 

Mr. Bunker. Douglas. 

Mr. Bercen. Douglas. 

Mr. Kunn. Grumman / 

Mr. Bercen. I do not think so. 

Mr. Hézerr. Now, out of that competition came the ultimate selec- 
tion of Boeing and Martin ¢ 
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Mr. Bunker. And Martin to carry the work on further. 

Mr. Héserr. And the award of a contract ? 

Mr. Bunker. Yes, sir. 

Mr. Héserr. When did you know that you were one of the two suc- 
cessful competitors ¢ 

Mr. Bunker. Oh, this was a year and a half ago. It was, I recol- 
lect last 

Mr. Heéserr. Just before Christmas; wasn’t it ? 

Mr. Bunker. September or October a year ago. 

Mr. Hévert. Wasn’t it a little later than that ? 

Mr. Bunker. No, sir. 

Mr. Hésertr. That the selection was made ? 

Mr. Kunn. That was the other case. There were two cases men- 
tioned by the Air Force. 

Mr. Héserr. That is what I am trying to find out. I am trying to 
find out what we are talking about. I will tell you what I want to 
know. 

Mr. Bunker. Perhaps I can speak to the point there. 

Mr. Hésert. What I am trying to find out is this: There is no use 
of beating around the bush on it. General Anderson, the commander 
of AMC, testified here there were two leaks on the award of a con- 
tract. One involved Dyna Soar. 

(Mr. Bunker nods.) 

Mr. Héserr. And the other involved the B-70, I think it was. It 
doesn’t make any difference what the other one was. Dyna Soar has 
been mentioned here. He testified that at the time the selection was 
made, I think it was about a week ahead of time—the reason I said 
Christmas was I think he said it was on Christmas Eve. 

Mr. Kunn. Wasn’t that the B-70, though ? 

Mr. Héserr. All right, then. We will take Christmas out. 

Did you have any advance information that you were the successful 
bidder ? 

Mr. Bunker. Mr. Chairman, we do not now know that we are the 
successful bidder. There was a competition, which to the best of 
our knowledge no decision has been reached, to make a selection be- 
tween Martin on the one hand, or Boeing on the other, to proceed fur- 
ther with the development of this Dyna Soar system. I have no infor- 
mation as to the outcome of that, but I am most interested to know 
what it will be. 

Mr. Heéserr. Well, General Anderson testified here that there was 
aleak, and the leak obviously came from the Pentagon. Now, some- 
body got a Dyna Soar contract. 

Mr. Bunker. I am sorry to hear it. 

Mr. Héperr. And this is about a year ago, asI recall. I think that 
was the testimony. 

Mr. Bunxer. No, Mr. Chairman, I am afraid this is some other 
contract, because there was nothing 

Mr. Héserr. Dyna Soar. 








Mr. Bunker. I beg your pardon, sir. I think there was nothing 
| lpin connection with Dyna Soar a year ago. 

Mr. Héperr. Well, we will pass that over and I will have the counsel 
_ tad General Anderson’s testimony. 
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Mr. Bunxer. I would like very much to see it. I will answer it if 
I can. 
_Mr. Hesert. We will come back to that. General Anderson Spe- 
cifically named Dyna Soar as one of the contracts in which there was 
a leak, 


Mr. Bunxer. If you would let us see it, I think Mr. Bergen and | | Air 


can handle it. 

Mr. Héserr. Mr. Kuhn has gone out now to get the testimony, and 
I will return to that. 

Mr. Bunxer. Thank you. 

Mr. Hépert. Now, in connection with the Mace program. 

Mr. Bunxer. Yes. 

Mr. Hépsert. Whose weapon is the Mace? 

Mr. Bunxer. Air Force. 

Mr. Heéserr. It is the Air Force. And in that you describe per- 
fectly the single-management concept, whereby you are given full 


responsibility for the production of not only the weapon but the | 


system ? 

Mr. Bunker. Yes, sir. 

Mr. Hésert. Now, General Anderson testified the other day, again, 
that the Air Force is responsible for every contract, and yet you read 
terms in that contract, I think, which to my mind were very definite 
that you are responsible as the prime contractor to deliver not only 
the weapons but the system. 

Mr. Bunker. This is correct wth respect to the Mace system. 

Mr. Héserr. You are responsible. 

Mr. Bunker. Yes, sir. I read the terms—— 

Mr. Hésert. You did. 

Mr. Bunker. Yes, sir. 

Mr. Héperr. I mean I concede that. 

Mr. Bunxer. Yes, sir. 

Mr. Héeerr. And the reason I am asking the question is to develop 
exactly what you read. 

Mr. Bunker. Yes, sir. 

Mr. Hésert. So there will be no misunderstanding on our part. 








Now, do you report back to the Air Force after the delivery of the | 


weapon and the complete system ? 

Mr. Bunker. I think I see the point. We are constantly respon- 
sible to the Air Force through AMC and through ARDC for the work 
we are doing. I mean, they constantly monitor our activities 
throughout the course of our development. But contractually they 
hold us responsible for the development of an effective system. 

Mr. Héserr. That is what I am getting at. 

Mr. Bunker. Yes. 


Mr. Hésert. Contractually you are responsible for the weapons | 


system ¢ 
Mr. Bunker. That is correct. 
Mr. Hépsert. And its cost. 
Mr. Bunxer. Yes; that is correct. 


Mr. Héserr. And you have to check your subs and your sub-subs? | 


Mr. Bunker. That is correct. 


Mr. Hérert. Now, what part does the Air Force play in the moni- 


toring of that particular contract ? 
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Mr. Bunxer. I think I would like to have Mr. Uhlig, our financial 
man, answer that. 

Mr. Héperr. Yes. 

Mr. Unuic. We operate under the guidance and technical surveil- 
lance of what is known as the weapons systems project office in the 
Air Force, which is assigned to this particiular project, of the Mace. 
They continue to have the guidance and technical surveillance over 
the entire project. And should difficulties or problems need to be 
resolved, they are resolved between the contractor and this weapons 
systems project office of the Air Force. ; 

Mr. Hésert. Then you are responsible for the financial contractual 
obligations 

Mr. Unuic. We are responsible 

Mr. Hésert. For the ultimate cost of the weapon? 

Mr. Untic. We are responsible for the ultimate cost of the weapons 
within the perimeters that have been negotiated with the Air Force, 
Mr. Chairman. 

Mr. Hésert. Well, the Air Force gave you a blank check, as I heard 
it. 

Mr. Untic. No, sir. 

Mr. Bunker. No, Mr. Chairman. 

Mr. Héserr. You said they said, “Take this system. You are re- 
sponsible.” 

Mr. Bunker. Let me amplify that, Mr. Chairman. We are re- 
sponsible for the cost of the work that we are specifically authorized 
to do. 

Now, during the course of a development there may very well be 
changes in the system. The Air Force’s mission requirements might 
be different. That might call for engineering changes. That might 
increase the cost, or it might decrease the cost. Now, those factors, 
namely, changes in specification, would be beyond our control. 

Mr. Héserr. But in the ultimate, you are responsible. 

Mr. Bunxer. In the ultimate we are responsible for producing the 
weapon at the lowest possible cost that we can. 

Mr. Heésert. That is correct. Now, that is a single management—— 

Mr. Bunker. All the cost items flow through us. 

Mr. Héserr. Of course. Very frankly, these things get more con- 
fused because nobody seems to know what goes on. Now, the language 
you read is very clear to me, that you are the responsible party. 

Mr. Bunker. Yes, sir. 

Mr. Hésert. Yet General Anderson testifies that the Air Force is 
the responsible party and it never relinquishes its responsibility. And 
he even made the comment that after reading the testimony of pre- 
vious contractors that they didn’t know what they were talking about. 
You know what you are talking about; don’t you? 

Mr. Bunker. I read you the terms of the contract. 

Mr. Héserr. I think so. 

Mr. Bunker. Mr. Chairman, I was trying to make a point here that 
there is a difference in our responsibility with respect to the Mace 
program and our responsibility with respect to the Titan, and that is 
the reason 

Mr. Hénerr. We will get to Titan later. 

Mr. Bunker. I want to show you there is a difference. 
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Mr. Hésert. I know. I recognize that. I see the difference. There 
is no conflict in my mind as to the difference there. 

Mr. Bunker. Yes. 

Mr. Hézert. The Mace isstrictly a single-manager concept system. 

Mr. Bunker. Yes, sir. 

Mr. Hésertr. You are the prime. And you are responsible not only 
for the weapon but for the system. 

Mr. Bunser. That is right. 

Mr. Hésert. You are the overall person. 

Mr. Gavin. However—would the gentleman yield ? 

Mr. Hésert. Yes. 

Mr. Gavin. He states as to the weapon systems manager on the 


Mace: 


We operate under the guidance and technique surveillance of a special Air 
Force team responsible for the overall integration of all facets of the program 
under the system. 

So who has the final say, you or the Air Force? 

Mr. Bunker. Mr. Gavin, the Air Force has the final say in the sense 
that we build it to their specifications and their requirements. The 
same as the customers always has it. But as soon as he gives us the 
specifications, then it is our job to execute it. And we have the respon- 
sibility to the Air Force, our customer, to execute it effectively. 

Mr. Hésert. That is correct. But you are in charge. | 
Mr. Bunker. We are in charge. 

| 
| 





Mr. Héwert. That isright. Well, that is clear. 

Mr. Bunker. But the Air Force is always able to stop us, to pull 
the string on us, to cancel it or change it. 

Mr. Hépert. Naturally. But it is a clear statement of a single- 
menage concept. It is as clear as has been presented to this committee 
thus far. 

Now, in connection with the Titan, I think you described it—your | 
analogy was an architect and a contractor building for an owner. 

(Mr. Bunker nods.) 

Mr. Hézerr. Now, the architect in this case, to follow your analogy, 
would be—— | 

Mr. Bunker. Space Technology Laboratories. 

Mr. Hépert. Space Technology Laboratories. That is Ramo- 
Wooldridge. 

Mr. Bunker. Yes. 

Mr. Hésert. Now, as I understand, Ramo-Wooldridge or the Space 
Technology Laboratories gives guidance in a technical area. Can they 
reject anything that you do or they merely give guidance? 

Mr. Bunker. They really give the guidance to the Air Force and 
the Air Force might reject the technical proposal that we make. Or 
we might make a technical suggestion for the development of the 
system. We might find that Space Technology Laboratories is 0 
posed to it, in that there were technical differences. In that event the 
Air Force would reach the decision. 

Mr. Hézerr. Well, in that case they really do not essay the role of 
an architect. They are a contractor. The architect’s role over a con- 
tractor is to accept or reject the construction. The owner has nothing | 
to do with it, except if he wants to override the architect. 

Mr. BunkKER. Yes. 
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What we are talking about now, though—we are talking about de- 
signing and building a house at the same time. We are not duplicat- 
ing weapons, you know. 

Y, ~ Pama I know that. 

Mr. Bunker. This is a research and development thing. The 
owner in this case, the Air Force, does exercise a very strong degree 
of control. Because he may say “Martin,” or he may say, “Space 
Technology Laboratories, we don’t want it that way, we want it 
some other way.” 

Mr. Hésert. That is right; I understand that. 

Mr. Bunxer. So they have technical cognizance. 

Mr. Héserr. What we are trying to find out exactly is what Space 
Technology Laboratories get paid for and what is their function. 

Now, you have in your analogy set them up as an architect. An 
architect is the man who has control over the product, over the con- 
tractor, and he supervises the contractor to see that the contractor 
puts the materials that are specified into the house and that the 
workmanship is acceptable. 

Now, does the Space Technology Laboratories exercise that func- 
tion, or do they merely give you guidance and advice? You can 
withdraw the analogy if you want. 

Mr. Bunker. No; I don’t want to withdraw it. 

Mr. Héserr. If the analogy is there, we have to follow it through. 

Mr. Bunker. I thought since we have the responsibility of building 
quite a sizable piece of the Titan program, that maybe we ought to be 
able to tell the committee the way we understand it, because we have 
been working with it for some time. 

Mr. Hézertr. That is correct. We want you to tell us. 

Mr. Bunxer. That is what I would like to do. 

You want to do it? 

(Confers with Mr. Bergen.) 

Mr. Bunker. Let Mr. Bergen do it. This is our concept. 

Mr. Hésert. That is right. 

Mr. Bercen. I would like to clarify the statement. The statement 
Mr. Bunker made is that under the Titan weapons system the Air 
Force is the systems manager, not Space Technology Laboratories, 
but the Air Force, itself. 

As we operate with Space Technology Laboratories, they function 
as a technical staff to the Air Force. They are available for con- 
sultation with the Air Force people, and the Air Force people make 
them available for consultation with us, the contractor. 

The decisions, however, are made by Air Force personnel and not 
by STL personnel. 

Mr. Héserr. I won’t belabor the question, except to say that an 
architect draws the plans and sees that the plans are carried out 
according to the specifications. 

Mr. Bergen. The architect is the Air Force. 

Mr. Hénerr. The architect is the Air Force, then? And not the 
Space Technology Laboratories. 

Mr. Bercren. Yes, sir. 

Mr. Bunker. Well, Mr. Chairman, I think we have to be careful of 


| the semantics of the thing. But the Air Force in this event has com- 


plete control of the activities both of STL and of Martin and of 
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the other associate contractors, and STL—whether you want to cal] 
them the architect, and maybe my analogy doesn’t apply. 
Mr. Hésert. I didn’t call them that. You called them that. 
Mr. Bunker. All right, I called them that. Is nonetheless the tech- 
nical arm of the Air Force. And in theory STL advises the Air Force 
on technical matters. The Air Force in turn gives instructions to us, 
In practice, we deal directly with STL, because we both have tech. 
nical capability, and the Air Force resolves differences. 


Mr. Hépertr. Well, in that case the Air Force is really the con- 


trolling factor, in contrast to the Mace situation ? 

Mr. Bunker. No question about that. Yes, sir; there is no question 
about that. 

Mr. Gavin. He admits that right in his statement here: 


In case of disagreement, of course the final decision is made by the Air Force | 


Mr. Hésert. That is correct; but the point I was trying to make is 
the role the Space Technology Laboratories plays. This is in addi- 
tion. 

Mr. Price. Mr. Chairman, isn’t the situation this, that the Space 
Technology Laboratories is the design engineer, and they do all the 
basic design and architectural work for the Air Force, and the Air 
Force technically passes it on to you, but actually you get it from the 
Space Technolo t clanstenies ¢ 

Mr. Bunxer. Mr. Price, that is correct in part. But it is a com- 
plex program, and it is difficult to get it into quite as specific terms 
as you have expressed it. 

The Air Force has a number of contractors working for it on the 
Titan program, of whom we are one. 

In order to develop such a program, and in order to monitor it as 
it goes through its various stages, you need a lot of technical ability. 
Otherwise you can’t manage the program. And STL is a tool, it isa 
device, it is a group that the Air Force has found in order to give it 


the kind of technical capability it needs to monitor the work of } 


companies such as ours. 

Mr. Hésert. Well, now—the more I hear the explanations here, I 
have to almost put it in the category of the miracle. When you don't 
understand it, just accept it and say it is a miracle. 

Mr. Price. The Space Technology Laboratories is what it says it is. 
It is a laboratory. 

Mr. Bunker. Yes. 

Mr. Price. It isa scientific laboratory. 

Mr. Bunker. Yes. 

Mr. Price. From which the ideas come, and from which the designs 
and the studies and blueprints come; is that right? 

Mr. Heévert. No. 

Mr. Bunker. No. 

Mr. Price. It isn’t? 

Mr. Bunxer. No; that is not right. 

Mr. Harpy. They are consultants and advisers. 

Mr. Price. I know they are consultants and advisers, but they are 
the le who—— 

Mr. Hésert. The Air Force is the architect. 

Mr. Price. Who furnishes the blueprints to the Air Force? 
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Mr. Harpy. Martin. 

Mr. Bunxer. Mr. Price, we are the designers for our part. Aero- 
jet generally designs the engines. And so forth, down the line. The 
Air Force then brings together the technical aspects of this and is re- 

nsible for the compatibilities of these designs. To do it they need 
technical counsel. And that is STL. 

Now, for example, STL doesn’t design the engine. They don’t 
design the control system. They don’t design the system. We or the 
other associate contractors do that. But we do it with the technical un- 
derstanding and the technical supervision of STL, which operates as a 
consultant to the Air Force. 

Mr. Price. It is a scientific laboratory, then. 

Mr. H&éserr. Mr. Hess. 

Mr. Hess. Mr. Bunker, let me ask you this. 

Mr. Bunker. Yes. 

Mr. Hess. You have two different types of contracts. 

Mr. Bunker. Yes, sir. 

Mr. Hess. The one for the Mace is the single manager. 

Mr. Bunker. Yes, sir. 

Mr. Hess. The other: The Air Force is the manager ? 

Mr. Bunxer. Yes, sir. 

Mr. Hess. You are just a contractor for the Air Force to produce 
part of the missile ? 

Mr. Bunxer. Yes. 

Mr. Hess. On the contract where you are the single manager, do 
you call upon Space Technology Laboratory to do your technical work 
ordo you have a setup in your own plant to do that ? 

Mr. Bunker. No. We undertake that—in other words, we do for 
ourselves the same things that STL is performing in the ballistic 
missile programs for the Air Force. 

Mr. Hess. Why is it necessary, then, in the Titan program, to call 
them in? You have proven you have the setup under the Mace pro- 


| gram. Now, here is the Titan program. You could use the same 


setup, could you not ? 

Mr. Bunker. Mr. Hess, I don’t want to appear competent to com- 
pletely answer the requirements on it. I would like to answer it to 
youthe way I understand, and that is this: 

As the ballistic missiles programs came into being several years 
ago on a highly accelerated basis, it was felt—and I don’t want to 
comment as to whether that was proper or not, because I don’t know. 
It was felt that there was no one manufacturer or group of manu- 
facturers that had people of scientific and technical capabilities to 
manage a ballistic missile program. It was new to very many of us. 

My understanding is that it was for that reason that the Air Force 
sought to bring together under this heading of STL a group of scien- 
tific and technical people that they selected all around, in order to 
manage the activities of our company as well as the activities of other 
companies. 

Mr. Hess. But you have been selected manager for the Mace 
program. 

Mr. Bunker. That was much earlier, and it was a different kind 
ofa program, sir. 

Now, this was 4 or 5 years ago, when this situation germinated or 
started, that is when it began. Many of us now have gone far down 
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the road of increasing our own technical capabilities. We have man 
more competent scientists than we had in those days. We are mr | 
more able to manage programs of the kind that Titan represents, than 
we were 4 or 5 years ago. So I think when we look at Martin’s com- 
petence today or a need for an entity such as STL, we really have 
to go back to the institution of the programs to see how it started, 

Mr. Hess. Do you know of any prime contractor today, with a 
single management contract, who is hiring Space Technology Labora- 
tories to do that work ? 

Mr. Bunker. Not tomy knowledge, sir. 

Mr. Hess. All right. That is all. 

Mr. Hésert. Mr. Hardy. 

Mr. Harpy. Yes, Mr. Chairman. 

Mr. Bunker, I believe you said that STL is available for consulta- 
tion by you. 

Mr. Bunxer. Yes, sir. 

Mr. Harpy. Does STL initiate action with you or do they wait for 
a request from the Martin Co. ? 

Mr. Bunxer. They initiate actions with us through the Air Force, 

In other words, if STL from a technical point of view wants to 
make a recomendation on the Titan program, they will take that rec- 
ommendation to the Air Force. 

Mr. Harpy. They don’t ever come directly to you? 

Mr. Bunxer. Not until they have Air Force approval on an activity 
they want to perform. 

Mr. Harpy. How often does that happen ? 

Mr. Bunxer. I would say very frequently. Perhaps every day, or 
perhaps more than once a day. 

Mr. Harpy. So very often, then, STL is saying to the Air Force, 
“Martin is a little off the beam on this. We think it ought to be done 
this way. Get them back on the track.” Is that the way it happens? 

Mr. Bunker. Well, not quite that way. 

Mr. Harpy. Then, just tell us how it happens. I don’t know. I 
am just trying to understand it. 

Mr. Bunker. All right. 

(Confers with Mr. Bergen.) 

Mr. Harpy. Don’t you all agree how it happens? 

Mr. Bunker. Yes. I think we can give you a very interesting il- 
lustration of this, Mr. Hardy. 

Mr. Bercen. Well, all right. 

The illustration we were just deciding to tell you about here was 
that when we first built the first series of Titans—it was basically a 
two-stage missile, but the first series of tests involved flying the 
first stage only with a dummy second stage. And based upon the 
history of programs that had gone before we had expected to fly 
half a dozen of those things to get the first stage viveigiienes out. 

Much to our amazement and luck and skill, the first stage, that is, 
the first two missiles worked very well, and we did not have the 
troubles we anticipated. 

We had two birds left. At that time, STL came in and said, “Since 
you have accomplished all of your objectives on the A series, the 
first stage birds, with two birds instead of what you have, let us go 
and make the second stage separable on these things, even though 
it wasn’t designed that way.” 
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It was a question now of how fast you want to accelerate the pro- 

am. We felt that if we had four exactly as they were we would 

in more in reliability. STL felt in this case that we could go into 
new areas and be that much further ahead of the game. 

Mr. Harpy. So this was not an alteration of something that you 
had done, except for the purpose of accelerating the total project; 
isthat right ? 

a BUNKER. Well, this did involve physical changes to the birds. 
They had to be sent back to the factory at Denver. Changes were 


made. The birds were retested and subsequently sent to Patrick. 


Mr. Harpy. Then this had the effect of increasing the cost ? 
Mr. Bunxer. Not the overall cost of the program, because we had 


| done things in the early stages of the missiles that we hope we will 


not have to repeat—— 
Mr. Harpy. Now, this could be a rather costly program suggested 
by STL, which goes to the Air Force, and the Air Force comes down 


_ toMartin and says, “Now, we think you ought to do this.” 


Now, is this the kind of thing, Mr. Bunker, that you said happens 
every day ? a oe 

Mr Bunker. It is illustrative of it. 

Mr. Harpy. Well, if you had this kind of a thing happen every 
day, then, sp would have so many change orders that you must have 
le cost situation. 

Mr. Bercen. All changes don’t go through. 

Mr. Bunxer. All changes don’t go through and, of course, all 
changes don’t add to cost. 

Mr. Harpy. Now, if you disagree with it, what happens? 

Mr. Bunxer. In this case, Mr. Hardy, and that is why we choose 
it, we did disagree. 

Mr. Harpy. What happened then ? 

Mr. Bunker. In that particular disagreement, STL in their deal- 


_ ings with the Air Force was more persuasive than we were in our 
_ dealings, and we did it their way. 


I must say, incidentally, that their suggestions turned out that they 


| were right, and they were very successful with it. We were a little 


apprehensive about it. We thought it was an unnecessary risk to take 
at that particular time, but it turned out to actually accelerate the 
program, but there is a perfect illustration of our relationship with 
T 


Mr. Harpy. Let us pursue it a little bit further. Because I under- 
stood you to say that as a matter of practice, if you had something you 
wanted to take up with STL you went direct and didn’t go through 
the Air Force. Didn’t I understand you to say that? 

Mr. Bunker. We do that in practice because—— 

Mr. Harpy. All right. This thing that you just illustrated: Was 
that actual or was that theoretical, or what happened there? 

Mr. Bunker. No. That is just actually the way it happened. We 
debated it out with the STL technical people. And we didn’t agree 
with them. 

Mr. Harpy. So the Air Force ordered a change. 

Mr. Bunker. Yes. 

Mr. Harpy. Now, if there had been an agreement, the Air Force 
would never have gotten into that act; isn’t that right ? 
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Mr. Bercen. No. 

Mr. Bunxer. Oh, they have to get into it because every piece of 
work that has to be done must be authorized by the Air Force. We 
have to get a change order. We have to get a piece of paper. We 
have to get instructions. 

Mr. Bercen. Then I misunderstood your testimony. 

Mr. Bunker. No; maybe I failed to make it clear. But if STL 
and Martin have an agreement with a technical change they want to 
make, we and STL will go to the Air Force and say “We think this 
is a technical improvement, and if you will agree with it, give usa 
change order and we will proceed to do it.” 

Weagree far more than we disagree. 

Mr. Harpy. Don’t you have a great many of those things that don’t 
involve any appreciable change orders? This consultation service 
that STL provides: Do I understand that every time you go to STL 
you have a change order? 

Mr. Bunxer. I am trying to deal here with those physical 
actions 

Mr. Harpy. You see what a hard time we have in understanding 
it when you have such a hard time answering it. 

Mr. Bunxer. Well, I am trying to deal with these things that make 
physical changes in the missile and cost money. Now, that is what 
takes change orders. They either change the cost up or down. 

There are many, many of them that have to dosimply with technical 
conversations, technical discussions. 

Mr. Harpy. Technical decisions which doesn’t necessarily—— 

Mr. Bunxer. Each asking the advice of the other. 

Mr. Harpy. Which doesn’t necessarily relate to a change order. 

Mr. Bunxker. That is right. 

Mr. Harpy. That is the kind of thing I am trying to understand at 
the moment. 

Mr. Bunker. All right. 

Mr. Harpy. When you get into that area—I understand that if 

ou arrive at an agreement with STL it never goes to the Air Force; 
is that right ? 

Mr. Bunxer. You see, Mr. Hardy, you have to get contractual 
approval of everything you do. 

Mr. Harpy. Well, isn’t STL an agency of the Air Force and em- 
powered to make that kind of a decision under your practical operat- 
ing arrangement ? 

Mr. Bunker. I don’t believe so. 

Mr. Harpy. Then I misunderstood you. That is why I am trying 
to clear this up. 

Mr. Bunker. Thank you. 

Mr. Harpy. Because I certainly understood you to say a while ago 
that where you reached agreement with STL you went ahead and 
did it, and that is all there was to it. 

Mr. Bunker. But with Air Force approval. I never suggested— 
I didn’t intend to suggest, sir, that we did do any of it without the 
Air Force approval. 

Mr. Harpy. How do you do it ? 

Mr. Bunker. We ask for it. We have a project officer. We dis- 
cuss it with him. He keeps in contact at the meetings, and it 1s 
discussed. 
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Mr. Harpy. He says, “I don’t know anything about that, but I will 
take your word for it if you have approved it.” 

Mr. Bunker. No. 

Mr. Harpy. The way this thing is set up, frankly, I am having a 
hard time figuring it out. It looks to me like STL, to all intents and 

urposes, a contractor on behalf of the Air Force, exercise Air Force 

nections. 

You may have some perfunctory approval of its actions, except in 
the case that you brought out a moment ago, where there was dis- 
agreement. But apparently where there is agreement between STL 
and you, the approval of Air Force is a perfunctory matter and 
doesn’t involve much more than just an acquiescence. Isn’t that 
essentially the way it operates ? 

Mr. Bunxer. No, sir; it isnot. 

STL’s technical people and our technical people very frequentiy 
would like to do things of which the Air Force disapproves. 

Mr. Price. Would the gentleman yield there? 

Mr. Harpy. Iamthrough withthat. Ihave another one. 

Mr. Price. Does the STL have a full operating team following 
the Titan program step by step at the Martin plant in Denver? 

Mr. BrereEn. It does not have a full operating team; no. 

Mr. Price. How do they follow the program to the point where 
they are able to make these recommendations so frequently ? 

Mr. Bunker. You can answer that. 

Mr. Bercen. Two means. The primary one is meetings which on 
each subject are scheduled not less than once a month and sometimes 
more frequently. Through formal reports. And largely through 
informal contact. 

Mr. Price. All right. 

Mr. Harpy. Mr. Chairman, I have another question or two that is 
not related to this. 

Mr. Gavin. Let me go ahead. 

Mr. Harpy. Go ahead. 

Mr. Héserrt. Mr. Gavin. 

Mr. Gavin. I just want to ask the gentleman. How closely do you 
screen your subcontractors in their work? Give us some idea of what 
your technique is along that line. 

Mr. Bunker. Yes. Let Mr. Uhlig answer that question. This is 
generally under his supervision. 

Mr. Unuic. The subcontractors, once the contract has been placed 
for the work within the specifications and the scope of work, gen- 
erally requires in any of the major contracts monthly reportings 
of cost and performance. 

In addition, the Martin Co. generally keeps a team of experts 
through quality control and engineering, monitoring the work, and 
the cost of the subcontractor. 

Mr. Gavin. You give that very careful attention ? 

Mr. Unig. Very careful attention. 

Mr. Gavin. Mr. Bunker. 

Mr. Bunker. Yes, sir. 

Mr. Gavin. How many comprise this so-called team that work with 
you from the Department of the Air Force? Not from Space Tech- 
nology Laboratories, but how many offhand would the Air Force have 
in your company working on a contract ? 
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Mr. Bunger. Physically located with us? 

Mr. Gavin. Yes. 

Mr. Bunxer. Which means together? 

Mr. Gavin. Yes, right there, checking, rechecking, and double- 
checking. How many are there? 

Mr. Bunxer. Well, I think you can answer it better than I, Earle, 
because it varies with different programs depending on the size, J 
think Mr. Uhlig can answer. 

Mr. Gavin. Say on Titan. 

Mr. Untuic. On the Titan—— 

Mr. Gavin. Yes. 

Mr. Untic. There is a full complement of personnel from the Air 
Force. I would guess that they have more than likely somewhere in 
the vicinity of 75 to 100 people in our plant, located in our plant, on 
the Titan project. A full complement in the various functions, 

Mr. Gavix. What type of individuals are they? What is the back- 
ground of these people? What are they? 

Mr. Untic. There would be—what is known as the plant repre- 
sentative. He has a rather broad background—frequently from 
either the flying branch or an engineering type. 

There are contracting representatives. There are auditing repre- 
sentatives. There are engineering representatives. And there are 
quality control representatives. 

Mr. Gavin. Are you satisfied they are all topflight personnel? In 
other words, do you think that they have the ability to do the job 
that is assigned to them? 

Mr. Bunker. I would answer that positively, Mr. Gavin. I 
wouldn’t say that anybody’s people are all topflight. We all do the 
best we can. 

Mr. Gavin. I might ask—as long as you are answering—how much 
do you have in contracts with the Government now, the total? 

Mr. Bunxer. The total backlog of contracts? 

Mr. Gavin. Yes. 

Mr. Bunker. Oh, it is in the neighborhood of $800 million. 

Mr. Gavin. Almost a billion dollars. Don’t you think, then, that 
they ought to have some topflight people checking $800 million, or 
$1 billion worth of business? 

Mr. Bunxer. I would say to you that we spend most of our energies 
on getting the best people we can. 

Mr. Gavin. I know. I am talking about the Government, now. 
T am not talking about you. I asked you whether or not you thought 
that these people who are in there for the specific purpose of cooperat- 
ing with you—the team that you refer to. 

Mr. Bunker. Yes. 

Mr. Gavin. Whether they are topflight individuals, with the ex- 
perience and ability to qualify them to represent the Government in 
handling the work that they are handling with your company? 
Mr. Bunker. My answer is unqualifiedly, yes, I think they are. 
Mr. Gavin. All right. That is all I wanted to know. 

I am glad to see that you have the confidence in these people. 
Mr. Bunker. I do, Mr. Gavin. 
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Mr. Gavin. Because some of these things that are turning up here 
cause us concern. Like this GAO report, where there is some—what 
js it, $30 million additional, that was just called to our attention. 

I am glad to know you have the confidence in this team to carefully 
check and recheck and doublecheck everything that goes on, about 
this $800 million worth of business. 

You say here, Mr. Bunker, on the cost-plus-fixed-fee basis, “the fee 
being 814 percent of negotiated estimated cost.” 

Then you get over here and you jump up a little bit. “Martin’s aver- 
age has been 614 to 7 percent.” ‘That is the first time I heard 7 per- 
cent come into the picture. How did you get 7 percent, when all of 
the other contractors that have come before us here are usually on 
a 61-percent basis. What contracts did you get 7 percent on? 

(Mr. Bunker confers with Mr. Uhlig.) 

Mr. Bunxer. We do have some at 7 percent, Mr. Gavin. 

Mr. Gavin. How did you get the 7 percent when the others are 6% ? 

Mr. Bunker. Well, I don’t think they are all in any one definitive 
figure. I know we have some that are less than 614. It is not a firm 
figure. Sometimes we get a little more on research and development 

rograms that are smaller in nature and require perhaps more work 

or the accomplishment of a certain dollar volume. 

Mr. Gavin. These contracts where you receive 7 percent: Are you 
gentlemen familiar with them? What was the dollar volume of that 
contract, where you received 7 percent ? 

Mr. Bunker. I think Mr. Uhlig can identify some of them. 

Mr. Untia. I would say they would probably run within the area 
of the $30 to $50 million range, and they would be of a research and 
development nature, where the emphasis is on the engineering activ- 
ity and results, rather than the production of hardware. 

Mr. Gavin. Well, in your work with Space Technology Labora- 
tories you have men of recognized ability to consult with, I don’t see 
how you would get up to 7 percent, when the average is 614 percent. 

Mr. Bunker. Well, in this particular instance, where we are in- 
volved with Space Technology Laboratories, we don’t have 7 percent 
on those contracts. 

Mr. Gavin. I might ask the counsel: Do you know of any other 
contracts where the contractor receives up to 7 percent ? 

Mr. Courtney. Well, the testimony I think to which you have 
reference, Mr. Gavin, is the testimony of one of the contractors, who 
said they hope to and were asking in negotiations for 614 percent 
overall fee. 

Mr. Gavin. Yes. They were hoping to get that? 

Mr. Courtney. This was their asking price. 

Mr. Gavin. What is your opinion, Mr. Bunker, on what the fee 
should be. We seem to have different fees on different contracts. 
~ there is a differential. What do you think the approach should 

Mr. Bunker. I can give you a very specific instance in connection 
with the Titan program. 

That was a sizable program. We were all involved in it. Mr. Uhlig 
and I took the principal role for Martin in the negotiation of the 
contract. And Mr. Uhlig and I did everything we could from the 
Martin point of view to negotiate a contract on the basis of 8 percent. 
We got 614. 
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Mr. Gavin. You had your sights high, too, didn’t you? You fig 
ured if you started at 8 you might end up with 614. Maybe you fig. 
ured you would get 614 in the first place, but you better start high and 
do a little trading before coming down to 614 percent. 

I think your objective was reached. You are satisfied that 614 per- 
cent is a fair fee, are you ? 

Mr. Bunker. In some instances it is true. In some instances it js 
not. It is a negotiated item, as you know. 

Mr. Hésert. I was going to say don’t answer that question. 

Mr. Hess. Mr. Bunker, is this before taxes or after taxes? 

Mr. Bunker. This is before taxes. 

Mr. Hess. Before taxes. 

Mr. Bunker. Before taxes and before disallowances. 

Mr. Hess. So it would be about 314 percent; wouldn’t it? 

Mr. Bunker. It would be much less than that. We ran about 24 
net last year. 

Mr. Heserr. 2.3 is the average. 

Mr. Bunker. I thinkso. But we ran 2.4 last year. 

Mr. Gavin. So far as taxes are concerned for the airframe or air- 
craft industries, every other industry is operating on the same basis. 

So I don’t think that particular illustration is any comfort to me. 
The entire system in the United States is working on a 52-percent 
corporation tax. You are no exception. And why should you be? 

Mr. Bunker. You see, Mr. Gavin, it seems to me, and always has, on 
these questions of profit margins, that there ought to be a considera- 
tion of the effectiveness of the job that the contractor does. And if 
you do a good job, and are convinced you do a good job—— 

Mr. Gavin. You get into that later when you get into the production, 
on the incentive basis. 

Mr. Bunker. Yes; partly so. But sometimes we put a tremendous 
amount of effort into the technical presentations, the technical pro- 
posals that lead to a contract. And if you have done well, you are 
inclined to try to negotiate as good a fee as you possibly can. This is 
the way the system works. 

Mr. Gavin. Well, I am not questioning the profit motive, for 1 
minute. You have to make a profit to stay in business. There isn’t 
any question about that. 

However, I cannot understand why some sort of a uniform figure 
should be arrived at, rather than negotiating every time to get this, 
that, or the other. 

You know generally what your overhead and operating costs are, 
that you could determine whether 6, 614, 7, or 714—some uniform 
figure. Everyone comes up with something different, for negotiating, 
on research and development. It is all research and development, 
whether it is your company or some other company. 

And why some uniform approach hasn’t been arrived at I just don’t 
understand. 

What do you think for an approach, what should it be? Do you 
think that the system, the technique they are operating under now, 1s 
satisfactory or should it be some definite amount ? 

Mr. Bunxer. Well, I would be opposed to anything that was defi- 
nite. I think we should strive as best we can to take into account the 
capabilities and effectiveness of the contractor. And I think the extent 
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to which you perform better than others ought to be rewarded in an 
improved profit. We always try to negotiate as good a profit as we 
think we are entitled to. 

Mr. Gavin. The reason I asked you the number of people from the 
Air Force teams: There are so many contracts going on that I can’t 
imagine where they can get all of these teams o 75 or 100 men with 
experience and ability to follow through on these jobs. 

r. BuNKeER. Well, in the particular case that we have illustrated, 
where there were, say, exactly 100 people, that takes care of our whole 
Denver division, where we have round 8,000 people employed there. 
That is all the Air Force people that there are. 

Mr. Gavin. We got billions of dollars worth of contracts with other 

orations, too. j 
ie, Bunker. I am trying to define to you the size of the job to 
which these 100 people relate. v4 

Mr. Gavin. You are satisfied that they have the ability and ex- 
ee and judgment to handle the particular assignments that they 

ave ¢ 

Mr. Bunker. I think they do very well, sir. 

I can answer for the Dyna Soar contract. 

Mr. Héserr. Mr. Bunker, may I ask: You said you and your as- 
sociate were the two who carried the ball for Martin in this particu- 
lar contract that Mr. Gavin was discussing; is that correct ? 

Mr. Bunxker. Well, we weren't alone, no. We had some assistance. 

Mr. Héserr. I know you were not alone. But you were the top peo- 
ple carrying the ball for Martin. 

Mr. Bunker. We don’t always, either, get into all the contracts. 

Mr. Héserr. I mean, in this specific contract. 

Mr. Bunker. Yes, sir. 

Mr. Héperr. You, yourself, said that. 

Mr. Bunker. Yes, sir. 

Mr. Héserr. Who was sitting opposite the table in the negotiation 
of that contract? I mean, what rank of people were sitting opposite 

ou / 

: Mr. Bunker. We were dealing with the general officers at the time. 

Mr. Héperr. You were dealing with the general officers? 

Mr. Bunker. Oh, yes; General Funk, General Schriever. 

Mr. Héserr. The general officers ? 

Mr. Bunker. Oh, yes. 

Mr. Héperr. So you had worthy opponents there. 

Mr. Bunker. Well, this was quite an important event. 

Mr. Hérerr. Yes. 

Mr. Courtney. One question. 

Who turned out to be the contracting officer and signed the contract ? 

Mr. Bunker. For our company ? 

Mr. Courtney. No; forthe Air Force. 

Mr. Bunker. I don’t recollect. 

Mr. Courtney. It wasn’t General Funk; was it? 

Mr. Bunker. I don’t believe so. 

Mr. Courtney. It wasn’t General Schriever; was it ? 

Mr. Bunxer. I don’t suspect it was. 

Mr. Courtney. Was it a general officer 2 

Mr. Unica. No; it was not. 
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Mr. H&zert. It was not a general officer. 

Mr. Uuuic. That signed the contract; no, sir. 

Mr. Héserr. That is the escape clause for the general officer, 

Mr. Bunxer. I don’t know who signed it on our part, Mr. Chair- 
man. 

Mr. Hésert. You don’t have to escape in the chain of command 

Mr. Bunsen. I hope you are right. ; 

Mr. Hésert. That is our problem here. We find that the negotiator 
who actually signs and is supposed to be the responsible individual] 
usually isn’t the man who is responsible, but he had to put his signa- 
ture on the paper. 

Mr. Gavin. While somebody else did the negotiating. 

Mr. Hésert. Mr. Courtney, will you read the testimony of General 
Anderson, so Mr. Bunker can answer ? 

Mr. Courtney. Mr. Chairman, I have shown the testimony of Gen- 
eral Anderson to Mr. Bunker, and I will read the exchange, on page 
1107 of the record of June 10, 1959. 

The leaks that occurred, in one instance, had to do with the Dyna Soar pro- 
curement. What occurred was that the winning contractor found out that he 
had won prior to an announcement being made by the Secretary of the Air Force, 
which was very embarrassing to the members of the source selection board be 
cause the Secretary of the Air Force wishes to inform interested Congressmen 
of the results of these competitions before he makes a public announcement, 

Now, the rest of the testimony related to the B—70, and you had no 
connection with that. 

Mr. Bunker. Right. 

Mr. Courrney. Can you explain this to the committee ? 

Mr. Bunxer. In 1958 there was a competition, which is now called 
Dyna Soar, that was engaged in, as we enumerated before—Convair, 
North American, Lockheed, Douglas, Boeing, Martin, Republic, and 
McDonnell. Maybe there were some others. I don’t remember. 

The final decision was to award a contract to both Boeing and to 
Martin. 

We found out that we were the winner, along with Boeing, that the 
two of us had won the contract. And we found out about it before 
we received an official announcement. And we found out about it 
because we read it in the newspaper. That is where I first saw it. 
That was in the fall of 1958. 

Mr. Héserr. But nobody from the Pentagon or nobody connected 
with the Government informed you ahead of time ? 

Mr. Bunxer. No. 

Mr. Hésert. And the only time that you found it out was when 
you read it in the newspapers? 

Mr. Bunxer. I was on the west coast, and I remember distinctly 
reading it in the newspaper. I called Mr. Bergen on the telephone 
and asked him if he had any notification, telegrams, or anything, and 
he said “No.” 

Mr. Gavin. Mr. Chairman, you referred to Mr. Bunker not having 
heard it. Did any of the officials of your company know it? 

Mr. Bunker. Not to my knowledge. I took it as a broad question. 
Not to my knowledge; no. 

Mr. Hésvert. That is correct. To your knowledge, no officials? 

Mr. Bunker. No. 
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Mr. Héserr. And that was the first information. How far ahead 
of the actual notification did you read this in the newspaper ? 

Mr. Bunxer. Oh, I believe just a day or two. But normally we 
get some specific notice that we have either won or we have lost. 

Mr. Courtney. This is by telegram or letter? 

Mr. Bunxer. By telegram. 

Mr. Hevert. That is an official notice ? 

Mr. Bunxer. Yes. 

Mr. Héverr. But in this case you read it in a newspaper ? 

Mr. Bunxer. Yes. 

Mr. Héserr. Any questions, Mr. Courtney ? 

Mr. Courtney. No questions. 

Mr. Gavin. Mr. Chairman. 

Mr. Bunker, you might explain to us how is it they split up that 
contract? Why did they split up the contract? Can you give us a 
little background there? What did you get and what did Boeing 
get, and why ? 

Mr. Bunxer. Well, Mr. Gavin, this is a very advanced concept. 
And all of these companies proposed methods of approach on it. 

The Air Force reached a decision that the whole program, the whole 
concept, required further study before they wanted to give a definitive 
contract to proceed to any one individual contractor. 

Consequently—and my understanding was they took what they 
thought were sufficient funds to let each of us study it further, to look 
at certain of the subequipments—— 

Mr. Gavin. Wait a minute. They gave you sufficient funds to 
what 

Mr. Bunxer. Each of us to study it further, so that we could be 
more — in what we propose to do. And in that way, you see, 
they eliminated a number of contractors. Perhaps they eliminated 6, 
8, or 10, and they choose 2 out of that. 

Now, since then we have each been going our individual ways, to 
develop the best concept that we know how. Somewhere down the 
road, reasonably soon, as we understand it, there will be a determina- 
tion as to which one of the two companies will go forward. 

Mr. Gavin. Do you collaborate with Boeing on anything? No col- 
laboration. You are both out for the specific contract. 

Mr. Bunker. Yes, sir. 

Mr. Gavin. Now, let me ask you: Do you have confidence enough 
in sa 2 company to feel that you could have handled that job your- 
self without competition coming in from another source? If they 
want to get a contractor, I can’t understand why they picked two out- 
fits to make the same study. And there is evidently a lot of over- 
lapping, a lot of duplication and cost. Do you think that your com- 
pany had the experience and judgment and ability to solve this 
problem, without getting in a second company ? 

Mr. Bunxer. I think from the standpoint of what we know—and 
I think we are well informed about Air Force requirements—I think 
we were capable of doing this piece of work. 

Mr. Gavin. You think you were capable of doing it. 

Mr. Bunxer. And then I must say honestly I am quite sure our 
competitors felt the same way. 

r. Hépert. It is natural. 
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Mr. Bunxer. And the Air Force in its own judgment and wisdom 
decided that it was better to let a period of, say, some 6—I think it 
was 6 months, that has now elapsed, in order that we could all be 
more definitive. Because the longer you work on these programs the 
closer you come to the solution of some of the ticklish problems. 

Mr. Gavin. Well, then, you would be anxiously waiting the results, 

Mr. Bunxer. Yes, indeed. 

Mr. Gavin. You think possibly yor will get part of the job and 
maybe Boeing will get part of the job? 

Mr. Heésert. He can’t tell. 

Mr. Gavin. You think one contractor will get the job or do you 
think a third one will be called in under the weapons system to super- 
vise the operation of both of your companies to develop the missile, 
along with the Space Technology Laboratories? 

Mr. Bunxer. Well, Mr. Gavin, you have me on the spot, because I 
have just testified to the chairman’s question, that I don’t have any 
inside sources of information. I don’t know. 

I hope we will get it. 
Mr. Feely You mean you don’t have any inside sources of infor- 
mation in this particular area that we are talking about. 

Mr. Bunker. Well, I am willing to broaden my answer, Mr. 
Chairman. 

Mr. Gavry. How do you expect to hear? Through the newspapers? 

Mr. Bunxer. That isn’t a normal event. 

Mr. Hésert. Mr. Bunker, supposing you are not the successful 
bidder or competitor, to whom would the costs of this competition be 
charged ? 

Mr. Bunxer. This is a funded competition, a funded study. The 
Air Force is paying both of us to make this development. 

Mr. Hézert. I see. I just wanted that for the record, because there 
has been testimony 

Ms. Bunker. Yes. This isa paid piece of work. 

Mr. Héserr. Well, you can’t lose financially on this. 

Mr. Bunker. We can if we don’t get the contract. 

Mr. Héperr. That is what Iam asking you. Well, who pays for it? 

Mr. Buwnxer. Oh, they pay for that. I am not worried about that 
part of it, because this is paid for. 

What I am worried about is the enormous amount of technical en- 
ergies, and talents, that we have expended in our company on some- 
thing which we might not be successful with, and we might have 
done much better had we put our activities in other areas. 

‘ Mr. Héserr. You are talking about the loss of man-hours and 
rains, 

Mr. Bunker. That is what counts in this business. 

Mr. Héserr. And not financial business. 

Mr. Courtney, do you have any questions? 

Mr. Courtney. No further questions. 

Mr. Hésert. Thank you, gentlemen, very much. We appreciate 
your appearance, Mr. Bunker, and your associates. 

Mr. Bunker. Thank you very much. 

Mr. Héserr. The committee will stand adjourned subject to call of 
the Chair. 

(Whereupon, at 11:47 p.m., the subcommittee adjourned.) 
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WEAPONS SYSTEM MANAGEMENT AND TEAM SYSTEM 
| CONCEPT IN GOVERNMENT CONTRACTING 


‘e WEDNESDAY, JULY 15, 1959 


Hovussr or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 


SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 
The subcommittee met at 10 a.m., the Honorable F. Edward Hébert 


(chairman of the subcommittee) presiding. 

Mr. Hézert. The committee will be in order. 

The committee this morning resumes its hearings on the procure- 
ment inquiry, which was suspended in order to begin the hearing on 
the so-called munitions lobby and the employment of retired officers 


and former civilians, as well as Members of Congress, in another area. 

_ This week we will have the General Accounting Office and the Navy. 

l And we hope to be able to conclude these hearings during this week, 
8 or as quickly as possible. 

Now, Mr. Courtney. 

8 Mr. Courtney. Mr. Chairman, we have Mr. Keller, Mr. Powers, 

and Mr. Hammond, of the General Accounting Office, all of whom 

8 have been identified in the record, to resume this morning, with a 


summary of the General Accounting Office examination of Navy 
— contracts in three bureaus: Aeronautics, Ordnance, and 
hips. 

This will be a summary report, Mr. Chairman. And Mr. Powers is 
? ready to proceed on behalf of the General Accounting Office. He has a, 
t short statement, which will explain the purpose and indicate the docu- 
ments before you. And then he will proceed with the conclusions and 
| recommendations of the General Accounting Office. 

. | Mr. Héperr. I know the Air Force will be relieved, today, that 
| they are not being reported on, and some other branch of the service 
| isin the act, as well. 

d All right, Mr. Powers. 

Mr. Powers. Thank you, Mr. Chairman. 

Mr. Chairman and members of the subcommittee, we appreciate 
the opportunity to appear before your subcommittee to present our 
findings, conclusions, and recommendations resulting from our exami- 
ons of selected Department of the Navy contracts and subcon- 

_ tracts. 
. Our views are presented in summary form in the Comptroller Gen- 
tral’s report to the Congress of July 14, 1959, B-182942, copies of 
of vhich have been furnished to this subcommittee. 
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(The document referred to is as follows:) 


COMPTROLLER GENERAL OF THE UNITED Srares, 
Washington, July 14, 1959, 
B-132942 
Hon. SAM RAYBURN, 
Speaker of the House of Representatives. 

Dear Mr. SPEAKER: Enclosed is our report on examination of selected prime 
contracts negotiated by the Department of the Navy and subcontracts negotiated 
by Navy prime contractors. 

The report presents in summary form the findings included in 12 individua) 
reports submitted to you since May 1958, and the findings in two special reports 
submitted to the Committees on Armed Services, Government Operations, and 
Appropriations of the Senate and House of Representatives. Because of the 
implications of certain of our findings, the two special reports were referred 
to the Department of Justice for review and consideration. 

Our examinations disclosed instances in which contractors proposed and the 
Navy accepted, without adequate evaluation or verification, prices which were 
based on cost estimates that were excessive by about $12.2 million in relation 
to actual costs which had been incurred, at the time of negotiation, in the pro- 
duction of the items being priced, or were excessive in relation to prior cost 
experience and production efficiencies that could reasonably be expected. 

In other instances, excessive prices were established due to the use of firm 
fixed-price and incentive-price contracts where there was no competition and 
before adequate cost and production experience was available. In these in- 
stances, contract prices of about $2.1 million were negotiated as compared 
with costs subsequently incurred of about $1.4 million. In another case a con- 
tractor was allowed the same rate of profit on major subcontracted items as on 
production in its own plant even though it had less responsibility and risk and 
contributed less effort to the subcontracted work than on the work performed 
in its own plant. On major subcontracts for about $19.5 million, this contractor 
was allowed a profit of about $2.2 million. In addition, our examinations 
disclosed (1) that there were deficiencies in the rental of Government-owned 
facilities which resulted in loss of revenue or unnecessary costs to the Gov- 
ernment totaling about $478,000, and (2) that a prime contractor and two of 
its subcontractors were allowed interest-free use of substantial amounts of 
Government funds for an extended period. 

Unreasonably high prices and other unnecessary costs to the Government, 
in most of these instances, may be attributed to inadequate evaluation by the 
Navy of prices proposed by contractors and ineffective negotiation and ad- 
ministration of contracts. One of the major deficiencies in the Navy’s nego- 
tiation of contract prices has been the tendency to accept contractors’ repre 
sentations as to actual costs and estimates of future costs without requiring its 
contracting officials and the prime contractors to ascertain the correctness and 
completeness of the cost estimates used in establishing contract prices. 

The Navy has taken action to adjust contract prices in certain instances and 
to improve contract negotiation and administration. We believe, however, that 
the findings disclosed by our audits show that there is a need for further cor- 
rective action by the Navy. Accordingly, we are recommending to the Secretary 
of the Navy specific additional actions to be taken to achieve closer pricing 
and minimize unnecessary cost to the Government. 

This report is also being sent today to the President of the Senate, and copies 
are being furnished to the Secretary of Defense and the Secretary of the Navy. 


Sincerely yours, 
JosEPH CAMPBELL. 

Mr. Powers. By reference to the first page of our report, it will 
be noted that since May 1958 we have transmitted to the Congress 12 
individual reports on weaknesses found in the examination of selected 
prime contracts negotiated by Navy prime contractors. In addition, 
two special reports on the pricing of Navy contracts were submitted 
to the Committees on Armed Services, Government Operations, and 
Appropriations of the Senate and House of Representatives. Because 
of the implications of certain of our findings, the two special reports 
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were referred to the Department of Justice for review and considera- 
tion. The names of the contractors involved in the two special reports 
are omitted from this report since the contractors have not been given 
an opportunity to comment on our findings, and disclosure at this 
time may unduly jeopardize their positions and reputations. 

The contracts and subcontracts covered by this report—— 

Mr. Héserr. Mr. Powers, may I interrupt there, in connection with 

our comment on not revealing the names of the contractors or the 
individuals in this instance. 

Mr. Powers. Yes, sir. 

Mr. Hézerr. That is also in strict accordance with the rules of the 
House and of this committee ? 

Mr. Powers. Yes, sir. 

Mr. Hésert. No names are injected into a public hearing which may 
cause damage or defamation to an individual or to an organization. 
I want to emphasize that. I am glad to have your cooperation. 

Mr. Powers. Thank you, sir. 

The contracts and subcontracts covered by this report were pri- 
marily for the procurement of airplanes and related equipment, and 
equipment for naval vessels, and also included rental agreements for 
use of Government-owned facilities by contractors holding defense 
contracts. A list of the reports to the Congress on our examination 
follows. 











Contractor Date sub- | Page No. 
mitted 

The Electric Products Co., Cleveland, Ohio...................---..-.---.- _..| July 13, 1959 32 
Chance Vought Aircraft, Inc., Dallas, Tex TB, Blk LARIAT no A Le Oe marek hype eS 20 
een 0010 Oorp., Boonton, N.J.. 6. ci necccsntsenecsecess Bityyie esas APS "Set eeets 19 
i Core. WOet WORM. SORA ...< actunapewenccadanduécenddasncenda=torsadiiiness 39 
Phileo Corp., Philadelphia, Pa._____- 5 odktiiek odie es = ...--| Apr. 21, 1959 16, 45 
Westinghouse Electric Corp., Air Arm Division, Baltimore, Md__.-........-..| Apr. 17,1959 10 
Librascope, Inc., Glendale, Calif. __ sia damnae tamed Mar. 17, 1959 15, 31 
McDonnell Aircraft Corp., St. Louis, Mo...__---___...---...------ 2 ..-| Jam. 20, 1959 13, 40 
nn meUlD OO., COGnr MODIOS, IOWG6..... . 25. cnee-nnwencescnecuned- _....| Sept. 16, 1958 15, 22 
Birdsboro Armorcast, Inc., Birdsboro, Pa. ...............-...-.....-.-.-------- July 23, 1958 41 
Lambert Engineering Co., St. Louis, Mo...........-....--..--------- ...| June 5, 1958 26 
General Motors Corp., Cleveland Diesel Engine Division Cleveland, Ohio---... May 26, 1958 23, 35 











Our examinations were directed primarily to the pricing of selected 
major negotiated contracts and subcontracts awarded by the De- 
partment of the Navy and its prime contractors, with particular re- 
gard to the use of cost data in the negotiation of prices. The Govern- 
ment’s special financial concern in the use of cost data stems from the 
fact that in many cases real competition is not obtained in the award 
and the prices, therefore, are usually based on actual cost or estimated 
cost of performance by the prime contractors and subcontractors. 
Under these conditions, Bone care is necessary to safeguard the Gov- 
ernment’s interest in lieu of the protection provided when there is ef- 
fective competition in the award of contracts and subcontracts. 

Our examinations have been made pursuant to our broad responsi- 
bility to examine and report to the Congress on expenditures of Gov- 
ernment funds under the Budget and Accounting Act, 1921 (31 U.S.C. 
53), and the Accounting and Auditing Act of 1950 (31 U.S.C. 67). 

ur examinations included reviews of pertinent records of contrac- 
tors pursuant to the authority of the Comptroller General to examine 
contractors’ records, as set forth in 10 U.S.C. 2318(b). 
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_On page 8 of our report, I now wish to cover our findings, concly- 
sions, and recommendations. 

Our examinations disclosed instances in which contractors proposed 
and the Navy accepted, without adequate evaluation or verification 

rices which were based on cost estimates that were excessive by about 
$12.2 million in relation to actual costs which had been incurred, at 
the time of negotiation, in the production of the items being priced 
or were excessive in relation to prior cost experience and pr uction 
efficiencies that could reasonably be expected. The details with respect 
to the acceptance of arepdeed prices without adequate review and 
evaluation follow. 


CONTRACT PRICES EXCESSIVE IN RELATION TO ACTUAL COSTS INCURRED 
UNDER THE CONTRACTS BEING PRICED 


Prices under price-redeterminable contracts and final prices under 
incentive-price contracts were based on cost estimates which were 
excessive by about $4.8 million because contracting officials, in nego- 
tiating prices, accepted cost data that were excessive in relation to 
actual costs which had been incurred under the contracts being priced, 
or which included duplicate costs or costs not related to the contract, 


SPECIAL REPORT NO. 1 


In various proposals made to the Department of the Navy for the 
purpose of establishing contract prices, the contractor misstated its 
actual costs and, in addition, overstated estimates of cost to be in- 
curred. Our examination of Navy contracts with this contractor 
disclosed excessive prices totaling about $4,419,000. About $1,053,000 
of this amount is described below, and the balance of about $3,366,000 
is discussed on page 17 of this report. 

1. Prices were negotiated for some items after completion of pro- 
duction on the basis of the contractor’s certification of incurred costs 
which were about $756,000 in excess of the actual costs. 

2. Prices for other items were excessive by about $266,000 because 
they were not based on the actual cost of producing the items, as re- 
quired by the contract. 

3. Additional costs of about $31,000 were incurred by the Govern- 
ment because tentative prices of contract items were not redetermined 
at completion of production as required by the contract and because 
duplicate payments were made by the Navy to the contractor. 

A portion of our findings, based on a preliminary review, was re- 
ferred to the Department of the Navy which, at that time, concluded 
that the contractor had not overstated its costs. We also referred our 
preliminary findings to the Federal Bureau of Investigation for con- 
sideration. We were informally advised by an assistant U.S. attor- 
ney that the examination by the Federal Bureau of Investigation had 
been concluded and that in his opinion there was insufficient evidence 
to prosecute the contractor. 

ubsequently, we made an estimation in much greater detail and as 
a result we have concluded that the deficiencies described above and 
those included on page 17 of this report resulted in excessive prices 
of about $4,419,000 under the contracts covered by our review. 
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We have recommended that the Department of Justice, in coordi- 
nation with the Department of the Navy, reconsider this case and take 
appropriate action, including collection of all amounts due the Gov- 
ernment. 


WESTINGHOUSE ELECTRIC CORP., AIR ARM DIVISION (B-132963) 


Excessive costs of about $933,463 were borne by the Government 
under contract NOas 52-389 because the Navy negotiated a price 
based on estimated costs of $14,828,260, when actual costs of $13,- 
894,797 had been incurred, and this information was available to the 
contractor before negotiations with the Navy were undertaken. 

The hg aes een ge point, at 40 percent of production, was 
reached on December 31, 1954, and production was completed in Octo- 
ber 1955. However, prices under contract NOas 52-389 were not re- 
determined until February 1956, and were based on cost data only 
through the redetermination point of 40 percent of production, even 
though the entire contract had been completed more than 90 days 
prior to the time of negotiations and consequently cost data relating to 
the performance of the entire contract were available to the contractor. 

We recommended that, until revised price-redetermination clauses 
are included in contracts, the Navy require its contracting officials 
to make every effort to obtain, on a voluntary basis from contractors, 
the latest available cost data during negotiations of contract prices. 

Our review also indicated that, in the negotiation of nearly all 
major price-redeterminable-type contracts, the Air Arm Division had 
proposed and was allowed royalty costs of 1 percent of total selling 
prices, but paid royalty costs of 1 percent of net selling prices after 
deductions for non-royalty-bearing items. 

The contractor informed us that, in future price-redetermination 
proposals, estimated charges for royalty costs will take into consid- 
eration deductions for non-royalty-bearing items to the extent that 
such items are determinable at the time that price proposals are 
prepared. 

We submitted our findings and observations to the Comptroller of 
the Navy, and in a reply dated October 7, 1957, the Deputy Comptrol- 
ler stated that, during a meeting between representatives of the Navy 
and the contractor, it was agreed that, in future instances when the 
contractor is delinquent in submitting its proposal for redetermina- 
tion, it will supply cost data up to a reasonable time prior to the date 
of submission of its proposal. 

The Assistant Secretary of the Navy on June 15, 1959, subsequent 
to the issuance of our report, advised us that the revised redetermina- 
tion clause, which makes submission of the latest available cost data 
acontractual requirement, has been issued in the Armed Services Pro- 
curement Regulations and that present efforts to obtain cost data volun- 
tarily will continue where the revised redetermination clause has not 
been inserted in contracts. He also furnished the following comments 
based upon a review by the Navy of the circumstances relating to the 
$933,463 excess costs borne by the Government under contract NOas 
52-3889: (1) delays in negotiating redetermined prices will be avoided 
in the future, (2) the timely redetermination of the contract would 
have been based on essentially the same cost information and would 
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not have resulted in a lower price than was actually paid, (3) the 
contractor was requested to make corrections and modifications in the 
equipment after the expiration of the warranty period, the cost of 
which exceeded $250,000, and (4) the position of the company in re- 
gard to accelerated amortization of about $230,000 on certified fa- 
cilities warrants consideration even though this item was not con- 
sidered an allowable cost for contract pricing purposes. 

Since it is not always possible to avoid delays in negotiating rede- 
termined prices, we concur in the efforts of the Navy to obtain the 
latest available cost data and thus protect the negotiating position of 
the Government in those instances where delays are unavoidable. We 
agree with the Navy that a timely redetermination probably would 
have been based upon essentially the same cost information, and if 
this had been the case the possibility that one of the negotiating 
parties would have been in a more favorable bargaining position 
would not have existed. However, the price redetermination was not 
accomplished in a timely manner, and when the negotiation even- 
tually did take place the availability of actual cost data restricted 
solely to the contractor placed it in a more favorable negotiating posi- 
tion than that of the Navy. 

We do not believe that consideration of cost data beyond the con- 
tract price redetermination cutoff point should operate only to the 
advantage of one of the parties to the negotiation, but we feel that, 
regardless of when negotiations take place, both parties should have 
and consider the most recent cost data. It does not seem reasonable 
to deny agency contracting officials access to cost data which are avail- 
able to the contractor and thereby place Government negotiators in 
a disadvantageous position. In fact, in our recommendation to the 
Navy that they obtain and use the latest available cost data, we did 
not expect that there would be an advantage or disadvantage to either 
party, but, rather, that the use of such data would operate to give both 
parties all available information for their consideration in negotiating 
fair and reasonable contract prices. 

With respect to the Navy’s statement that costs of modification after 
expiration of the warranty period exceeded $250,000, the cost informa- 
tion shown in our report was furnished to us by the contractor in July 
1958, and we have received no further information from the contractor 
as to any costs which may have been incurred since that time. 

With regard to consideration of accelerated amortization of facili- 
ties, the cost of such amortization was not considered by the Navy as 
applicable to contract performance and was not included in the nego- 
tiated contract price. Therefore, it does not seem reasonable or con- 
sistent to include accelerated amortization when making a comparison 
between contemplated and experienced costs. 


M’DONNELL AIRCRAFT CORP. (B-132936) 


In establishing a firm price for F-3H airplanes produced under 
contract NOas 53-204, Navy contracting officials utilized, without 
adequate evaluation or verification, cost data which included duplicate 
costs and costs not applicable to the contract. As a result, costs ac- 
cepted in establishing the contract price were excessive by about $2, 
596,900 which could have been recognized by Navy contracting off- 
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cials by an adequate review of cost data available at the time the price 
was established. In performance, the contractor incurred costs of 
about $6 million less than the amount contemplated in establishing 
the price. _ ; . 

As a result of our bringing this finding to the attention of agency 
officials, the Assistant Secretary of the Navy advised us on April 6, 
1959, that the contractor and the Navy have agreed upon certain price 
adjustments. He stated that various contracts in the overall F-3H 

rogram have been reduced in price by approximately $7 million and 
that this reduction more than offsets the $6 million mentioned in our 
report. The reductions referred to by the Assistant Secretary con- 
sisted of (1) a refund of $1,200,000 under contract NOas 53-204, 
(2) waiver of a $1,400,000 claim applicable to an earlier contract, and 
(3) a reduction of about $4,300,000 in the target price of another con- 
tract. Based on our subsequent examination, we believe that the 
reductions of $1,400,000 and $4,300,000 under the other contracts do 
not represent adjustments which can be properly considered adjust- 
ments of the duplicate and nonapplicable costs of contract NOas 
52-304 disclosed in our report. 

Since it appears that adjustment has been obtained for only 
$1,200,000 of the duplicate costs and nonapplicable costs of $2,596,900 
disclosed by our review of contract 53-204, we have recommended 
that appropriate action be taken to recover the additional amount 
from the contractor. 

We found also that the contractor’s claim resulting from the par- 
tial termination of contract NOas 53-204 included costs which were 
not properly allocable to the termination portion of the contract. At 
the time of our review, agency contracting officials had not excluded 
these unallocable costs, estimated at about $125,000, from the con- 
tractor’s claim and, in the absence of specific guidance as to alloca- 
bility of the items, had indicated that a large part of these costs would 
be approved for acceptance by the Navy. 

We brought this matter to the attention of agency officials and 
requested advice of adjustments which are made to eliminate un- 
allocable items in the settlement of the terminated portion of contract 
NOas 53-204. Subsequently, the Navy informed us that the un- 
allocable items would be considered in settlement of the termination 
claim and that settlement was expected in about July 1959. 


COLLINS RADIO CO, (B-125016) 


The proposal for final pricing of contract NOas 51-285 included, 
through a clerical error, costs of $20,000 for tooling purchased for use 
on another contract. 

As a result of bringing this overstatement to the attention of the 
Department of the Navy before a final contract price was negotiated, 
the amount of overstatement for tooling costs was eliminated from 
the final contract price. 


LIBRASCOPE, INC, (B-133131) 


About $12,675 of the total amount of $13,100 incurred by the con- 
tractor in connection with the exhibit of a commercial product was 
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erroneously charged to Government contracts and _ subcontracts 


through overhead. The Navy informed us that corrective adjust- 
ments would be made. 


PHILCO CORP. (B-132995) 


The price of a subcontract redetermined by Philco as prime con- 
tractor included allowances for costs which, for the most part, the 
subcontractor had agreed should not be charged. This resulted in 
excessive cost to the Government amounting to about $29,200 under 
its prime contract with Philco. 

With respect to this matter, the Navy advised us in a letter of 
June 23, 1958, that increased emphasis is being placed on evaluating 
estimating procedures and estimated cost data used by contractors in 
preparing price proposals. 


THE SECOND MAJOR FINDING 


Contract prices unreasonably high in relation to prior cost experi- 

ence and expected production efficiencies. 

Cost estimates, used as a basis for negotiating prices for firm fixed- 
rice and incentive-price contracts, were unreasonably high by about 
7.4 million because contractors, in preparing these cost estimates, did 

not give sufficient consideration to prior cost experience and to pro- 
duction efficiencies nor did the Navy obtain this information or 
analyze and evaluate the contractors’ cost estimates in the light of 
available cost and production experience. Prices, based on these un- 
reasonably high cost estimates, resulted in additional cost to the Gov- 
ernment of about $5.3 million. 


SPECIAL REPORT NO. 1 


Excessive target prices for certain items were established on the 
basis of the contractor’s target price proposal. The proposal included 
certified representations of costs incurred in producing a limited num- 
ber of items which were in excess of the actual costs incurred, and 
also included estimates of costs to be incurred in producing the remain- 
ing items that were substantially higher than could reasonably have 
been anticipated based on his experienced costs. The fina] contract 
prices were based on the contractor’s representations of costs incurred 
which were in excess of the total actual costs of performing the work. 
The excessive target prices and final prices which were based upon the 
estimates and representations made by the contractor resulted in addi- 
tional cost to the Government of about $515,000. 

In other instances fixed prices for prospective production were based 
on cost estimates which were excessive by about $2,851,000 in relation 
to the contractor’s prior cost experience in producing similar items. 


SPECIAL REPORT NO. 2 


The Navy, in negotiating a firm fixed price of $750 per unit for cer- 
tain equipment, did not review the contractor’s prior cost experience 
but relied upon a comparison of the proposal with a price paid 3 years 
earlier for the same item and on certain unverified representations 
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made by the contractor. These representations were (1) evidence 

roduced by the contractor at the time of the negotiations purporting 
to show that the price quoted compared favorably with the price re- 
cently negotiated with the Air Force for similar items and (2) a writ- 
ten warranty that the price to the Navy was as low as the amount 
charged to the contractor’s most favored customer. Actually, the to- 
tal price of $153,750 for the items was excessive by about $43,000 in 
relation to the contractor’s prior cost experience. Further, the con- 
tractor had sold similar equipment to the Air Force 2 months earlier 
at a lower unit price of $540. Had the Navy reviewed the contractor’s 
prior cost experience and verified the contractor’s representations, it is 
reasonable to assume that the validity of the price would have been 
questioned and a lower price negotiated. 

To achieve more reasonable pricing through improving the Navy’s 
evaluations of prices proposed by contractors, we have recommended 
tothe Navy that its procurement directives be revised to include more 
specific criteria to be followed in reviewing and analyzing contractors’ 
proposals. 

AIRCRAFT RADIO CORP. (B-133174) 


In negotiating spare parts amendments to an existing contract, the 
Navy and the contractor did not give consideration to cost reductions 
which could reasonably be expected to result from combining the 
production of spare parts with production of the same items as com- 
ponents and spare parts, under another contract awarded over 2 
months earlier. In the production of the spare parts, the contractor 
took advantage of large-volume production but the savings realized 
therefrom were not passed on to the Government. On the basis of 
our examination, which was limited to about 30 percent of the con- 
tract price, we estimate that unnecessary cost to the Government 
amounted to about $75,000. 

The Deputy Comptroller of the Navy on August 19, 1958, dis- 
agreed with our conclusion that lower prices should have been ne- 
gotiated for the spare parts. The Navy argued (1) that the quanti- 
ties ordered under the spare parts amendments were smaller than 
those required for end items under the basic contract; (2) that it is 
more costly to produce small quantities than large quantities; and (3) 
therefore, that the contractor was justified in estimating a cost higher 
than that previously incurred. 

The factors identified by the Navy are applicable where the pro- 
curements are independent of each other and the advantages of quan- 
tity production cannot be realized. They do not, however, neces- 
sarily apply where, as here, the identical items are being produced 
during the same periods of time for the same customer and in connec- 
tion with the same program of procurement. Under these conditions, 
the economic factors which ordinarily apply to small quantity orders 
in contrast to large quantity orders simply do not exist, and the total 
procurement is a single economic production entity in fact as well as 
In principle. The conclusion reached by the Navy that the contractor 
was justified in estimating a higher cost for the smaller quantity, 
therefore, is not in accord with the actual situation. In failing to 
consider the actual situation during negotiation of spare parts prices, 
the Navy’s negotiation practices did not adequately protect the inter- 
ests of the Government. 
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In view of the high prices negotiated and the opportunities for 
savings which should have been recognized in the circumstances by 
both the contractor and the Navy, we have recommended that the 
Navy seek an appropriate price adjustment under the contract. 

In order to avoid excessive costs in similar circumstances we have 
recommended also that Navy instructions to its contracting officials 
be revised to require these officials to generally review, at the time of 
negotiating spare parts procurements, all orders held by the contractor 
for the purpose of assuring that consideration is given to economies 
possible from large-volume production. 





CHANCE VOUGHT AIRCRAFT, INC. (B-118778) 


The target price negotiated for contract NOas 54-319-i included 
certain labor and related overhead costs which were excessive by about 
$1,200,000, and under the incentive provisions of the contract these 
excessive costs resulted in additional cost to the Government of about 
$474,000. Current cost data for the contract, available at the time 
the target price was negotiated, indicated that the estimate included 
in the contractor’s price proposal and used in target pricing would 
be underrun by about 241,000 labor hours, or about 9.5 percent of the 
total labor hours accepted in the target price established. 

The overestimate of target costs resulted from the improper inclu- 
sion, in Chance Vought’s estimated costs for direct labor hours for 
airplane fabrication and tooling, of a provision to cover such addi- 
tional costs as might be incurred because of delays in delivery of 
or defects in Government-furnished equipment. This provision was 
included notwithstanding that the contract provided, independently 
of the target price, for equitable reimbursement to the contractor for 
any such additional costs. Therefore, provision for such additional 
contract costs should not have been considered in establishing the 
at price on which the contractor’s incentive participation was 

ased. 

The contractor’s estimated costs for labor, including this provision 
for contingent costs, were used in negotiating the target costs, and 
the contractor did not disclose, and the Navy negotiators did not 
obtain and evaluate, the above cost data. Asa result, the established 
target price included labor and related overhead costs which were 
excessive by about $1,200,000. Under the incentive provisions of the 
contract, this overestimate of target costs resulted in additional cost 
to the Government of about $474,000. Although we called this matter 
to the attention of the Navy prior to the execution of the amendment 
establishing the final price for the contract, the Navy did not take 
action to recover the excess cost from the contractor at the time of 
final pricing. We have recommended that the Navy’s procurement 
directives be revised to include more specific criteria to be followed 
in the review and analysis of contractors’ proposals. 

Further, in evaluating the contractor’s proposals for final prices on 
contracts NOas 51-643-i and NOas 54-319-i, Navy contracting offi- 
cials did not give adequate consideration to cost information available 
at the time of negotiations and, therefore, did not recognize that the 
estimated completion costs included in the proposals were excessive. 
After we called this matter to the attention of the contractor, it sub- 
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mitted revised proposals which resulted in savings to the Government 
of about $252,000. 
COLLINS RADIO CO. (B-125016) 


The target price of $11.8 million negotiated for contract NOas. 51- 
1155 included an overstatement of target cost in the amount of about 
$750,000 for a major subcontracted item, a mechanical drive assembly. 
Under provisions for the final pricing of the contract this overstate- 
ment would result in excess cost to the Government of about $157,500. 
The estimated costs included in the target price proposals were ac- 
cepted by the Navy without independent review and evaluation. A 
more thorough evaluation of Collins’ estimate of subcontract costs 
would have shown that the subcontractor had substantially reduced 
its prices for items furnished under a predecessor contract and that 
a similar reduction under contract NOas 51-1155 was to be expected. 

We brought this overstatement of target cost to the attention of 
the Department of the Navy before the final contract price was nego- 
tiated. As a consequence, the overstatement was considered in nego- 
tiations and the major portion of the profit attributable to it was 
eliminated from the final contract price. 

Also, the Navy Bureau of Aeronautics, during our examination of 
these contracts, issued instructions requiring administrative audits of 
the cost data submitted by contractors for purposes of negotiatin 
target prices under incentive-type contracts. Such reviews oan 
proper use of the information developed thereby should help to mini- 
mize future instances of this nature. 


GENERAL MOTORS CORP., CLEVELAND DIESEL ENGINE DIVISION (B-133007) 


Contract prices of about $32.7 million, which were substantially 
higher than were reasonable in the light of the contractor’s cost ex- 
perience, were negotiated under five firm, fixed-price, follow-on con- 
tracts for diesel engines and generator sets because contracting officials, 
in negotiating, failed to give adequate consideration to costs incurred 
by the contractor under three preceding price-redeterminable con- 
tracts. Higher projected costs were accepted without detailed expla- 
nation for estimated cost increases of $928,621 over prior production 
experience. In recognition of the fact that profits on the follow-on 
contracts exceeded those anticipated, the contractor on November 22, 
1957, offered a refund of $690,000 which was accepted by the Navy in 
June 1958. 

We recommended that, for use in negotiating contract prices, con- 
tractors be required to furnish contracting officials with (1) the latest 
available cost experience and (2) evidence in support of any signifi- 
cant differences between costs included in proposed prices and recent 
costs experienced by the contractor and that the importance of using 
this information to negotiate fair and reasonable prices be emphasized 
to Navy contracting officials. We recommended also that, where ade- 
~ recent experienced costs are not available or where adequate 

ata are not furnished to support estimated increases in costs, consid- 
eration be given to including repricing rights in contracts. 

On July 16, 1958, subsequent to the issuance of our report, the 
Assistant Secretary of the Navy, with respect to the negotiation of 
prices for the five fixed-price follow-on contracts, stated that to the 
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extent cost records on prior contracts were obtainable and applicable 
they were given careful consideration in the negotiation. We found, 
however, that agency officials did not obtain from the contractor, for 
use in evaluating cost proposals for the fixed-price contracts, cost ex- 
perience for the interval between the contract. price-redetermination 
cutoff point on the three preceding price-redeterminable contracts 
and the time that prices were negotiated for the five fixed-price, fol- 
low-on contracts. Consequently, agency officials were not in a posi- 
tion to secure from the contractor explanations for the increases 
in its cost estimates for the fixed-price contracts over its actual prior 
costs of production. 

The Assistant Secretary stated also that the following three condi- 
tions affected the prices of these follow-on contracts: (1) the pro- 
duction experience referred to in our report was obtained in pro- 
duction of 631 units whereas the follow-on contracts were for only 218 
units and this great difference in quantity ordinarily would increase 
the unit cost of production, (2) the fixed-price contracts were nego- 
tiated during the Korean emergency when labor rates and material 
costs were accelerating at an unpredictable rate, and (3) numerous 
design changes were being made in the equipment. 

These conditions may have affected the prices on these follow-on 
contracts, but consideration must also be given to factors which would 
tend to offset these conditions. Although the individual contracts 
were for smaller quantities, there was uninterrupted production of 
the entire quantity and by the time the last 218 units were ordered 
the contractor should have been achieving a relatively high degree of 
efficiency in its production. Also, design changes are customarily 
priced separately and apart from the negotiation of the basic contract 
prices. 

Had the Navy negotiating officials requested the contractor to 
furnish support for the increases in the cost estimates for the fixed- 
price contracts over the current production costs, the merits of the 
conditions set out above could have been evaluated and the Navy would 
have had a sound basis for negotiating closer contract prices. This is 
indicated by the fact that costs actually incurred under the follow-on 
contracts were substantially lower than the estimated costs proposed 
by the contractor and accepted by the Government. In fact, the ac- 
tual costs closely approximated the prior cost experience available at 
the time of the negotiations. 


OUR NEXT MAJOR FINDING 


Unreasonably high prices proposed by sole source producer ac- 
cepted without price or cost analysis. 

Rasenennahily high prices totaling about $749,000 for a proprietary 
item were proposed by a subcontractor and were accepted by a Navy 
prime contractor without price or cost analysis or comparison wit 
the subcontractor’s prior cost experience even though there was no 
competition. The subcontractor incurred actual costs of about $312,- 
000 on these subcontracts and realized about 140 percent profit on cost. 
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LAMBERT ENGINEERING CO. (B-132942) 


Unreasonably high subcontract prices proposed by Lambert Engi- 
neering Co., a sole source of supply for photoflash cartridge ejectors, 
were accepted by the Navy prime contractor without a price or cost 
analysis or comparison with the subcontractor’s cost experience even 
though there was no competition for the item. The lack of close 
pricing was evidenced by the fact that Lambert’s costs amounted to 
only about $312,000 on sales of about $749,000 to the Navy prime con- 
tractor during a 2-year period. 

We recommended that the Department of the Navy instruct con- 
tracting officials to exercise closer supervision over prime contractors’ 
subcontracting activities to assure that (1) sufficient cost information 
js obtained from the subcontractors to enable the prime contractors 
to ascertain the reasonableness of proposed prices, and (2) the ap- 
propriate type of contract is used. 

In addition, we recommended that the Department of Defense con- 
sider the feasibility of (1) determining the total known requirements 
for sole source items and (2) furnishing this information to interested 
oflicials of the contracting agencies, prime contractors, and suppliers 
for use in planning production, estimating costs, and evaluating pro- 
posed prices. We recommend further that Defense give considera- 
tion to the merits of assigning to a single military department the 
responsibility for coordinating procurement of each such item under 
a master contract with the supplier, with prime contractors purchas- 
ing and obtaining delivery of these items at prices and under terms of 
the master contract. 

The Assistant Secretary of the Navy advised us on August 7, 1958, 
subsequent to the issuance of our report, that the Navy had recog- 
nized for some time, from Navy reviews and GAO reports, the desir- 
ability of increased attention to the subcontracting area of procure- 
ment and that during the past year the Navy had: (1) Issued im- 
proved guidance on the review or approval of subcontracts including 
the use of appropriate types of contracts and pricing terms and in 
securing cost information, (2) required the principal contracting 
bureaus to submit for review more information on subcontracting, (3) 

uested that audit reports on redeterminable-type contracts include 
sdditional information on subcontracting, and (4) required survey of 
procurement procedures and practices of contractors who subcontract 
large portions of their contracts. 

On February 17, 1959, the Office of the Assistant Secretary of 
Defense, in commenting on our findings, stated that, because of con- 
cern with such contracting problems, Defense is undertaking a full 
reevaluation of pricing practices in both “make and buy” and in sub- 
contracting, with the objective of assuring reasonable pricing levels, 
without infringing upon the management responsibility of prime 
contractors. He stated also that this reevaluation will include con- 
sideration of our recommendations on obtaining adequate cost infor- 
mation and on requiring prime contractors to use price-adjustment 
provisions in subcontracts. 

The letter from Defense stated also that the suggested techniques 
for procuring sole source items, such as (1) providing sole source sub- 
contractors with total known requirements for use in planning pro- 
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duction, estimating costs, and evaluating proposed prices and (2) 
awarding master contracts to sole source subcontractors, are con- 
sidered impractical as the expense of administration is out of pro- 
ene to the peacetime problem. However, we were advised that 
efense will continue to seek solutions to these and other prici 
problems while adhering to the basic concept of holding the prime 
contractor responsible for the management of its contract. 


CONCLUSIONS 


In the instances we have summarized above, the basic weakness 
found was inadequate evaluation by the Navy or prime contractors 
of prices proposed by contractors or subcontractors resulting in the 
establishment of excessive prices. Comments furnished to us by the 
Navy in nine of these cases have been mentioned briefly in the sum- 
maries of the individual reports, and in the other two cases comments 
have not yet been furnished by the Navy. 

In general, the Navy has agreed that it is necessary for its contract- 
ing officials to obtain and use cost information in negotiating contract 
prices but indicated its belief that existing instructions in this matter 
are adequate. The Navy has also indicated that its contracting offi- 
cials will be reminded periodically of the need for following pre- 
scribed contracting principles and practices. With respect to the 
pricing of subcontracts, the Navy has concurred in the necessity for di- 
recting increased attention to the pricing of major subcontracts and 
outlined measures taken by the Navy to achieve this end. 

We feel that the above-described instances disclosed by our audits, 
of inadequate evaluation of proposed prices for Navy prime con- 
tracts and subcontracts, show that there is a need for more corrective 
action than has been taken by the Navy. The Navy has indicated its 
general satisfaction with its procurement directives and instructions. 
We believe, however, that there is a need for issuing more specific 
instructions to Navy contracting officials on criteria to be followed 
in the review and analysis of contractors’ proposals, particularly as 
to obtaining from contractors the most current information available 
on incurred costs and on probable future costs. One of the major 
deficiencies in the Navy’s negotiation of contract prices has been the 
tendency to accept without verification contractors’ representations as 
to actual costs and estimates of future costs. We believe that such a 
practice does not protect the interests of the Government and that, for 
significant items, the Navy should verify independently such data 
through review of the records from which it was derived. In our 
opinion, the requirement for an independent verification of this nature 
should be included in the Navy’s formal procurement directives and 
procedures should be established to assure compliance. 


RECOMMENDATION 


To achieve more reasonable “niggion. through improving the Navy’s 
evaluations of prices proposed by contractors, we recommend that the 


Navy’s procurement directives be revised to include more specific 
criteria to be followed in reviewing and analyzing contractors’ pro- 
posals. These criteria should include the requirement that Navy con- 
tracting officials obtain from contractors the most current informa- 
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tion available on prior-cost experience as well as on estimated costs of 
future production. Navy contracting officials should also be required 
to verify contractors’ representations as to actual costs and estimated 
costs by ees review of the records from which the contractors 
derive the information. 

Our next major finding relates to excessive prices due to use of 
jnappropriate contract forms. 

The use of firm fixed-price and incentive-price contracts and sub- 
contracts by the Navy and its prime contractors, before adequate cost 
and production experience was available to estimate future production 
costs with reasonable accuracy and where there was no competition, 
resulted in the negotiation of excessive prices. In these instances 
prices of about $2.1 million were negotiated, as compared with actual 
costs of about $1.4 million subsequently incurred under the contracts. 


LIBRASCOPE, INC. (B-133131) 


Librascope was awarded a firm fixed-price prime contract, two 
fixed-price subcontracts, and an incentive-type prime contract for a 
newly developed periscope before adequate cost and production experi- 
ence was available. Consequently, the cost estimates on which the 
contract prices were based were inaccurate, with the result that the 
firm-fixed prices of the prime contract and the subcontracts, and to a 
lesser degree the final price of the incentive-type contract, were unrea- 
sonably high. These contracts covered the production of 56 peri- 
scopes at prices totaling $1,893,253. The negotiation of a more suit- 
able type of contract in these instances should have resulted in sub- 
stantial savings to the Government since Librascope incurred costs of 
only $1,270,721 on these contracts and realized a profit of about 49 
percent of costs. 

The Deputy Comptroller of the Navy agreed that the selection of 
the type of contract most appropriate for each procurement and the 
close supervision of major subcontracts including adequate price pro- 
posal review and evaluation are factors of importance in all procure- 
ment. He cited the Armed Services Procurement Regulation, Navy 
Procurement Directives, and a section of the Navy Negotiator’s Hand- 
book as instructions dealing with the selection of the type of contract. 
The Deputy Comptroller stated further : 

* * * Occasionally, contracts awarded in the past have not been the most 
appropriate type for the procurement, but proper selection of contracts is now 
better understood. The likelihood of incorrect selection has been substantially 
reduced. Consequently, I do not consider that additional written guidance is 
necessary at this time. 

Concerning the matter of close supervision over major subcon- 
tracts, the Deputy Comptroller stated : 

The need for a closer analysis of subcontract costs is receiving attention in 
training courses and in reviews of procurement operations. * * * Instructions 
applicable to the analysis of material costs are being considered as equally 
applicable to the analysis of subcontract costs. Increased emphasis is being 
Placed on evaluating estimating procedures and estimated cost data used by 
contractors in preparing price proposals. 

The above-mentioned actions of the Navy should help to overcome 
the indicated weaknesses in contract negotiation. We recommend, 
however, that our findings in this matter be brought to the attention 
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of Navy contracting officials as an example of the need for negotiati 

a suitable type of contract based on a careful consideration of the 
extent of production and cost experience available. 


THE ELECTRIC PRODUCTS CO. (B—-133210) 


The Navy accepted, without substantial change, the contractor's 
proposal and awarded a firm fixed-price contract although it would 
have been more appropriate, under the circumstances which existed 
in this case, to have used another type of contract providing for es- 
tablishing a price after sufficient experience had been attained and the 
contract item more clearly defined. Firm drawings and specifications, 
effective competition, and prior experience, the prerequisities for ne- 
gotiating a firm-fixed price, were not available for a proper evaluation 
of the proposal, and thus the Navy had no assurance that the contract 
price was reasonable. In performing this contract, the price of which 
was about $250,000, the contractor incurred costs of only about 
$145,000. 

In commenting on our report, the Chief, Bureau of Ships, stated 
that the Navy negotiator did have available specifications recom- 
mended by industry for battery chargers and that production expe- 
rience was available for part of the equipment. He did not, however, 
state that the information available to the Navy at the time of nego- 
tiations was adequate for pricing on a fixed-price basis, and, in fact, 
he indicated that our findings had been brought to the attention of 
Navy contracting personnel to remind them of the importance of pro- 
viding for price redetermination when there is an inadequate basis 
for determining whether a proposed price is reasonable. With re- 
gard to corrective action, he stated that existing regulations and 
directives are adequate and that the most effective corrective meas- 
ures are periodic reminders, which will be given to Navy contracting 
personnel, 

CONCLUSION 


We believe that a major cause of selection of inappropriate con- 
tract forms was the failure of Navy contracting officials to make a 
sufficient analysis of the proposed prices to recognize that under the 
circumstances which prevailed at the time of negotiations the use of 
firm fixed-price contracts was not in the interests of the Government. 
Adoption by the Navy of our recommendation that more specific cri- 
teria be provided for review and analysis of contractors’ price pro- 
posals should aay: 3 to assure the use, in the future, of appropriate 
contract pricing clauses. 

RECOMMENDATION 


We recommend, however, that the Navy stress to its contracting offi- 
cials the particular importance of ascertaining the reasonableness of 
proposed prices before contracts or subcontracts are negotiated on a 
firm fixed-price basis. 

Our next major finding relates to high profit allowance negotiated 
in relation to contractor’s responsibility, risk, and effort: 

In negotiating contract prices, the Navy allowed a contractor the 
same rate of profit on major subcontracted items as on production in 
its own plant even though the contractor would have less responsibility 
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and risk and contribute less effort on the subcontracted work than on 
work performed in its own plant. On major subcontracts for about 
$19.5 million, the contractor was allowed a profit of about $2.2 million. 


@BNERAL MOTORS CORP., CLEVELAND DIESEL ENGINE DIVISION (B133007) 


In negotiating prices of firm fixed-price prime contracts, the Navy 
allowed the contractor the same rate of profit, which amounted to $2.2 
million on subcontracted generators and related electrical equipment 
totaling about $19.5 million, as on the portion of the items to be man- 
ufactured in its own plant. We believe that a lower rate should have 
been negotiated in recognition that the contractor would have less 
responsibility and risk and contribute less effort than on work per- 
formed in its own plant. 

We recommended that Navy contracting officials be instructed to 
give consideration to negotiating varying rates of profit, correlated 
to the prime contractor’s actual contribution to contract perform- 
ance, in future procurements of end products which include major sub- 
contracted components. We recommended also (1) that contracting 
officials be directed to inform top agency officials promptly whenever 
a contractor refuses to reduce a proposed price which the contracting 
officials consider unreasonably high, and (2) that, if a contractor is 
unwilling to accept a lower profit rate on major subcontracted items, 
consideration be given to procurement of the items directly by the 
Government. 

The Assistant Secretary of the Navy, subsequent to issuance of our 
report, advised us that under Navy contracts there is no contractual 
relationship between the Government and the subcontractor and that 
the prime contractor assumes the entire risk and has the entire re- 
sponsibility for performance under the contract. He advised us fur- 
ther that it was not technically feasible for the Government to pro- 
cure these items directly from the vendors because it was essential 
that one contractor be wholly responsible for the design, the testing, 
and the ultimate performance of the combined unit. 

Although there may have been no contractual relationship between 
the Navy and the subcontractors, the following factors tend to show 
that a working relationship existed between the Navy and the subcon- 
tractors and that the prime contractor passed some of its risk and re- 
sponsibility on to the subcontractors. The Navy directed the prime 
contractor to subcontract with General Electric Co. and Westinghouse 
Electric Corp., and prime contract NObs-2745 specified use of West- 
inghouse generators. The contractor included in the subcontracts 
some of the provisions of the Navy prime contracts, making the sub- 
contractors, as to these major components, equally as responsible to 
the prime contractor as the prime contractor was responsible to the 
Navy under the prime contract. The subcontractors submitted cost 
and price analyses directly to the Bureau of Ships and negotiated di- 
rectly with the Navy rather than with the prime contractor. The 
subcontract prices included charges for supervising the installation 
of the units and for field engineering. As regards direct procurement 
not being technically feasible, the matching of a generator set to an 
engine would seem to present fewer technical difficulties than match- 
ing a jet engine to an airframe, yet the Navy procures the jet engines 
directly and furnishes them to the airframe manufacturers. 

401135941 
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CONCLUSION 


The Navy has indicated that it plans to do nothing to correct the 
apparent inequity of allowing a prime contractor the same rate of 
profit on major subcontracted components, on which the contractor 
performed comparatively little work, as on the part of the contract 
work performed by the contractor. We believe that the Navy has 
not given sufficient consideration to this matter and that it would be 
feasible and in the interest of the Government to negotiate profit 
allowances more in line with contractors’ effort, risk, and responsi- 
bility of performance and, in some instances, purchase the components 
direetly fron. the producers rather than through prime contractors, 

We believe that the Navy would have more assurance of negotiat- 
ing reasonable prices, in future procurements of end items which in- 
clude major subcontracted components, if its contracting officials give 
appropriate consideration to: (1) negotiating varying profit rates, 
correlated to the prime contractor’s actual contribution to contract 
performance or (2) obtaining the item directly by the Government 
when such arrangement is feasible and will result in a more economi- 
cal procurement. 

RECOMMENDATION 


To minimize unnecessary cost to the Government because of ex. 
cessive profit allowances to prime contractors in relation to their con- 
tribution to the procurement of major subcontracted components, we 
recommend that the Navy require its contracting officials to include 
in contracting files, wherever major components are to be subcon- 
tracted, specific evidence that there has been a reduction in the prime 
contractor’s profit allowance for major subcontracting as compared 
with the rate of profit allowed the prime contractor for work on which 
he assumes all] risk, responsibility, and effort. In instances where a 
reduced profit allowance is not negotiated for major subcontracted 
items, there should be a showing that the allowance negotiated is justi- 
tied on the basis of the contractor’s contribution to the production of 
the item or that direct procurement of the components by the Navy is 
not feasible or is less advantageous to the Government. 

Our next finding: Deficiencies in the treatment of rent and insur- 
ance on Government-owned facilities. 

The Government lost revenue or incurred unnecessary costs of 
about $478,000 because of (1) failure to collect rent properly due the 
Government from a prime contractor for use of Government-owned 
facilities in producing items for sale to commercial customers, (2) re- 
quiring contractors to carry insurance on Government-owned facili- 
ties used substantially or exclusively on Government work the prices 
of which included the cost of the insurance, and (3) allowing con- 
tractors a profit on rental payments to the Navy and insurance re- 
quired by the Navy for Government-owned facilities used almost 
exclusively on Government work. 


BELL HELICOPTER CORP. (B-118726) 


The contractor had paid no rental for the use of Government-owned 
facilities in its commercial production even though the facilities had 
been used for about 4 years and the contract with the Navy provided 
for rental charges if the commercial use of the facilities was substantial. 
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After we brought this matter to the attention of the Navy contract- 
ing ofliicials, we were advised that a rental charge for the commercial 
use of Government-owned facilities, through December 31, 1956, had 
been negotiated. Later, we were informed that the Navy had exe- 
cuted a rental charge with the contractor for 1957. 

Subsequently, we found that the contractor’s proposal for rental 
charges for 1957 did not include all the facilities to be used, nor in 
some cases the full cost of the facilities. We found no evidence to in- 
dicate that Navy contracting officials made any evaluation of the data 
supporting the contractor’s 1957 rental proposal and that the costs 
and facilities omitted from the rental negotiated for 1957 were also 
omitted from the contractor’s 1958 proposal. 

We submitted our findings in these matters to the Navy and recom- 
mended that Navy contracting officials include in the rental fee nego- 
tiated for 1958 a fair rental for the contractor’s commercial use of 
Government-owned office equipment and that consideration be given to 
negotiating a rental rate for all Government-owned facilities so used 
without cost by the contractor in prior years. Further, we recom- 
mended that the Department of the Navy generally withhold approval 
of proposed rental fees until it has been determined that the full costs 
of all Government-owned facilities used by contractors in their com- 
mercial operations have been considered in establishing the rental 
charges. 

Asa result, the Navy has obtained rentals of $230,475 for the com- 
mercial use of Government-owned facilities through December 31, 
1958, and further negotiations are in progress with respect to addi- 
tional rental for the year 1957. We have been informed by the Navy 
that, in addition to negotiating appropriate rental charges in this in- 
stance, it has adopted procedures recommended by us with respect to 
approval of proposed rental fees : 


M DONNELL AIRCRAFT CORP. (B-132936) 


The Navy's practice of requiring the contractor to make rental pay- 
ments for, and to carry insurance on, Government-owned facilities 
used exclusively in the performance of Government contracts has re- 
sulted in unnecessary cost to the Government of about $34,600, repre- 
senting profit allowance on the rental payments and insurance as well 
asthe cost of the insurance coverage. 

The Navy advised us that at the time the lease agreement was ne- 
gotiated the terms of the lease were in agreement with existing regu- 
lations, but subsequently the insurance provisions in the Armed Serv- 
ies Procurement Regulation were revised. We were informed also 
that revisions to the rental and insurance terms and conditions will 
be considered when the lease agreement is renewed. 


BIRDSBORO ARMORCAST, INC. (B-118762) 


Armorcast was charged rental by the Navy for the use of a Govern- 
ment-owned plant in production of tank hulls and turrets under Army 
Ordnance Corps price-redeterminable subcontracts. Armorcast and 
the prime contractor were allowed profits, on the rental charges paid 
tothe Navy by the subcontractor for the use of the Government-owned 
plant, which increased by about $184,600 the cost to the Government. 
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We recommended to the Navy that contracts or agreements which 
authorized contractors to use Government-owned facilities on non- 
Government work provide (1) that contractors be charged rent to the 
extent that facilities are made available for use on work other than for 
the Government or (2) that rental charges paid be excluded from the 
base for computing profits allowed on the contract or contracts for 
which the facilities were provided. 

The Assistant Secretary of the Navy replied that the Navy at pres- 
ents seeks to avoid charging rental wherever practicable within the 

licies established by paragraphs 13-407 and 13-601 of the Armed 
Bevview Procurement Regulation. [These paragraphs permit the 
waiver of rental for Government work where the user is not placed in 
a favored competitive position by the waiver.] The Assistant Sec- 
retary stated also that, where a significant amount of rental would be 
charged in accordance with regulations, and there is knowledge of it, 
the Navy 7 ay the concept of attempting by negotiation to elimi- 
nate profits based on such rental expense, and attempts to do so wher- 
ever appropriate. We were further informed that hard and fast rules 
on the allowability of profits based on costs inclusive of rentals would 
be impracticable, since the effect of rentals on profits would be a 
matter for negotiation, not dictation. The Assistant Secretary stated, 
however, that the Navy will give careful consideration to requests of 
other departments for waiver of rental on its facilities when such 
waiver is permissible under Department of Defense policies. 

Also we recommended to the Secretary of Defense that considera- 
tion be given to issuing specific policy guidance to the military depart- 
ments to the effect that prices to the Government under negotiated 
contracts or subcontracts will generally not include profit on rent paid 
for the use of Government-owned facilities. 

We found also, that under the terms of its lease agreement with the 
Navy, the contractor was required to carry fire and extended cover- 
age insurance in the amount of $4,255,000 on the buildings and equip- 
ment owned by the Navy. During the period of the lease (Armorcast 
was engaged primarily in producing tank hulls and turrets for the 
Army Ordnance Corps. The Birdsboro plant was rehabilitated and 
expended by ordnance at a cost of about $35 million, which was five 
times the cost of the Navy facilities, but ordnance did not require 
the contractor to provide this type of insurance coverage on the 
ordnance portion of the facilities. 

The insurance cost of about $28,700 was included in the costs sub- 
mitted for redetermination negotiations under the subcontracts and 
served to increase the cost base upon which the profits of both Armor- 
cast and the prime contractor were computed. 

We recommended to the Navy that, in accordance with paragraphs 
13-104 and 13-411 of the Armed Services Procurement Regulation, 
contractors generally not be required to carry fire and extended cover- 
age insurance on Government-owned facilities. We recommended also 
that, if it was considered necessary to equalize the competitive pos! 
tion of a contractor who is furnished insurance-free use of Govern- 
ment facilities with that of other producers, the estimated cost of in- 
surance be taken into account when establishing a rental for the 
contractor’s use of Government-owned facilities. 

The Assistant Secretary of the Navy stated that, under present 
Navy policy, insurance is not required by a facilities contract when 
it is known beforehand that the facilities will be used substantially 
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for Government work for a reasonable period, even though the fa- 
cilities may be used in part for non-Government work. He further 
stated that insurance would not now be required by the Birdsboro 
contract under the present policy. 


CONCLUSION 


The Navy’s comments on our findings relating to rent and insurance 
on Government-owned facilities indicate that the agency has taken 
or has under consideration action to (1) collect rentals for use of 
such facilities on commercial work, (2) avoid allowance of profit 
to contractors on rent paid to the Government for use of Government- 
owned facilities on defense work, and (3) minimize cost to the Gov- 
ernment of insurance coverage on Government-owned facilities used 
principally on defense work. 

The last finding: Interest-free use of substantial amounts of Gov- 
ernment funds for an extended period. 

A prime contractor and two of his subcontractors were allowed 
interest-free use of Government funds for an extended period. 


PHILCO CORP, (B-132995) 


Refunds of about $1.4 million due to the Government as a result 
of subcontract price reductions, the extent of which were known to 
Phileo in February 1955, when the subcontractors submitted their 
price proposals, were not made until March 25, 1958, after the re- 
pricing negotiations with the Navy were concluded. During this 
period of about 3 years Philco and the subcontractors had interest-free 
use of these Government funds. 

We recommend that the Secretary of Defense amend Department 
of Defense Directive 4105.7, which limits the aggregate total payments 
to prime contractors on price-revision-type contracts, so that the direc- 
tive also will apply to their subcontractors under similar types of 
subcontracts. The Office of the Assistant Secretary advised us on 
May 21, 1959, that the recommendation appears to have considerable 
merit, and that the problem has been referred to the Armed Services 
Procurement Regulation Committee for complete study. 

Mr. Hépert. That is the end of that. 


CONCLUSION 


Mr. Powers. We believe that, pending revision of Defense direc- 
tives, the Navy can minimize excessive payments to subcontractors by 
maintaining close supervision over the pricing of major subcontracts. 


RECOMMENDATION 


To minimize excessive tentative payments to prime contractors on 
account of excessive payments to subcontratcors, we recommend that 
the Navy impress on its contracting officials the need for close super- 
vision over the pricing of major subcontracts. 

Mr. Chairman, that concludes the summary report of the Comp- 
troller General submitted to the Congress and to this subcommittee 
for your consideration. 
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We have furnished to the counsel of the subcommittee a summary 
of unreasonably high prices, loss of revenue and unnecessary costs to 


the Government as covered in our report. 


With the permission of the 


chairman we will be glad to insert the information for the record, 


(Insert follows :) 


Evramination of selected Department of the Navy contracts and subcontracts. 
Summary of unreasonably high prices, loss of revenue, and unnecessary costs 


to the Government 





















































Excessive Excess cost | 
estimates to the Gov- | Recoveries 
| identified ernment | 
| by GAO 
A r abe | St Vi Sa | 
Excessive prices due to inadequate review and evaluation of | 
contractors proposals: 
Contract pri es excessive in relation to actual costs in- | 
curred under the contracts being priced: 
| $756, 000 $756, 000 
Special Report No. 1._.____-- Lantiton tH 266, 000 266, 000 
31, 000 31, 000 Yen’ 
Westinghou'e Electric Corp., Air Arm Division... 933, 463 933, 463 ‘ ae 
mie - f 2, 596, 900 2, 596, 900 $1, 200, 000 
McDonnell Aircraft Corp_...-........----- i 125, 000 125, 000 ns 
Collins Radio Co___ 20, 000 20, 000 20, 000 
Librascope, Inc_ ‘ ; 12, 675 12, 675 . aoe 
Philco Corp 29, 200 29, 200 
NRE Re eee 4,770, 238 4, 770, 238 | 1, 220, 000 
‘ ; h ; =~ = = — — —_——— 
Contract prices unreasonably high in relation to prior cost | 
experience and expected production efficiencies: | 
aT . 1, 235, 796 $16,000 |}... 2212225 
Special Report No. 1 i 2' 851, 000 2, 851, 000 
Special Report No. 2__-- | 43, 000 43 G00 15... ie 
Aircraft Radio Corp-_. | 75, 000 75, 000 
eV “ioe if 1,209, 000 47 4, 000 E 
Chance Vought Aircraft, Inc__-_- { 335, 600 252’ 000 252, 000 
Collins Radio Co | 750, 000 57, 500 117, 778 
General Motors C orp.: Cleveland Diesel Engine Di- | 
vision ae ; | 928, 621 928, 621 690, 000 
Belvtetel isso cat0cu:. | 7, 419, 017 By 5, 296, 121 1, 059, 773 
Whee oe 35: | 12,189,255 | 10, 086, 359 2, 279, 778 
j 
Contract Actual cost Profit 
price incurred realized 
Unreasonably high prices proposed by sole source producer 
accepted without price or cost analysis: Lambert Engi- 
neering Co_. ; ’ $749, 000 $312, 000 $437, 000 
Excessive prices due to use of inappropriate contract forms: 
+ Librascope, Inc_ 1, 893, 253 1, 270, 721 622, 5 
The Electric Products Co 249, 405 144, 698 104, 707 
oS eee 2, 142, 658 1, 415, 419 | 727, 239 
———— =|= — > | 
— Py . ‘ . | 
High profit allowance negotiated in relation to contractor's 
responsibility, risk, and effort: General Motors Corp., | 
Cleveland Diesel Engine Division. | 19, 500, 000 2, 200, 000 
lo 
Excess cost 
| to the Goy- | Recoveries 
ernment | 
Pee ee oe eee es ae ee Oe, Se ee ee eee es ee 
Deficiencies in the treatment of rent and insurance on Government-owned | | 
facilities: 
meen euemtepiar Clete etek ccccese $230, 475 | $230, 475 
McDonnell Aircraft Corp. .....--.................. | a a 
i 186, GOO fon nnndhqneen 
EONS, BU CMOTONNG, FIDE ig, 5s cmnncincweccncenosca-enct ialepies —- 28° 700 
ae, (WW) |... -- -- cow wence 
eR eS ei 478, 375 | 230, 475 


Interest-free use of substantial amounts of Government funds for an extended 
period: Philco Corp. 





(Excess cost to the Govern- 


ment not determined.) 
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Mr. Héserr. Is that chart the same that you submitted-—— 

Mr. Courtney. No, this is not quite the same. 

Mr. Chairman, there has been submitted by the Comptroller a tabu- 
lation, or balance sheet, if you please, showing the various categories 
of findings—the amounts involved, the excess where they appear and 
have been determined, and the unresolved areas, indicating the 
amounts involved. 

Mr. Heéserr. Now, will that be comparable, though, to the break- 
down we had for the Air Force? 

Mr. Courtney. Yes. 

Mr. Powers. Yes, sir. 

Mr. Hépertr. That shows the status of each contract, what was the 
overcharge, and what was the amount recovered, and the status of 
the present study being made. 

Mr. Courtney. That is right. 

Mr. Hézerr. Mr. Powers, on behalf of the committee, may I thank 
you and Mr. Keller, again, for the very comprehensive report which 
you have made available to this committee. 

As I have repeated on many occasions, we depend upon the GAO 
as the right arm of the committee, and I think we have every reason 
tocontinue to do so. 

This I think has been one of the most illuminating reports we have 
received. 

As I gather, the Navy’s position is “We are doing all right and 
every two or three times a week we tell the boys to read the rules.” 
Isthat what it amounts to? 

Mr. Powers. I think there is some tendency to emphasize the fact 
that the present directives and regulations are sufficient, and as cov- 
ered in our summary report, Mr. Chairman, in certain of the cases 
the action on that basis appears to be appropriate. 

But we also feel that it is very important that the Navy undertake 
immediately to provide more specific criteria to its contracting or 
procurement officials in this matter of evaluating the price proposals 
and analyzing both the costs that have been incurred and the projec- 
tions of future costs. 

Mr. Hésert. Well, that is the same pattern that was presented to 
usin the Air Force cases. 

Mr. Powers. Yes, sir. 

Mr. Hészertr. But the Navy is different from the Air Force posi- 
tion, in that it says “We are doing all right and we will just tell 
the boys to read these rules every 2 or 3 days to find out what they 
are.” In the meantime the Government loses the money. And in 
one instance, as I understand—one firm had the use of $1,400,00 for 
3 years without interest. 

Mr. Powers. That was Philco. The prime contractor and two of 
a subs. Part of this $1,400,000 was actually in the hands of the 
subs, 

Mr. Hammonp. That is right. 

Mr. Hiézerr. And that money was used by the contractor and the 
subs interest free for a period of 3 years? 

Mr. Powers. That is right, sir. 

Mr. Hésert. And when drawn to the attention of the Navy, they 
said, “You have a valid observation,” and they would refer it to a 
committee for study ; is that right? 
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Mr. Powers. Well, we referred the problem to the Secretary of De- 
fense because we felt there was a cont to amend the Armed Services 
Procurement Regulation. 

Mr. Hésert. Well, then, the Defense Department says “It is a 
valid observation but we will refer it to a committee.” 

Mr. Powers. Yes, sir. They advised us on May 21, 1959, that our 
recommendation appeared to have considerable merit, and that the 

roblem would be referred to the Armed Services Procurement Regu- 

ation Committee. 

I think in all fairness, Mr. Chairman, I might state that that is 
their standard procedure on any amendments to the Armed Services 
Procurement Regulation. 

Mr. Héserr. What is the standard procedure on giving the results 
of a study of this committee ? 

Mr. Powers. Generally, we have received notification of the results 
after it has been considered. 

Mr. Hésert. How long does it take to consider these matters ? 

Mr. Powers. It varies according to each case and circumstance. 
Some are quite extensive, Mr. Chairman, running as much as a year 
or longer. 

Mr. Hésert. Perhaps a year from now we will find out that there 
was a valid observation and the Government should have interest, 
maybe, on its money. 

Mr. Hess. In the meantime a lot of more interest is going on. 

Mr. Héperr. In the meantime there is compounded interest. 

I would say the whole situation is a compounded laissez-faire ap- 
proach to the whole subject. 

Mr. Courtney, you have something ? 

Mr. Courtney. I have one question, Mr. Chairman. 

Mr. Powers, for an amplification, in the various categories you have 
one called “high profit allowance negotiated in relation to contractor's 
responsibility, risk, and effort.” You made particular reference to 
an item of $19,500,000 of actual costs incurred. This appears at page 
35 of your summary statement. 

And you also, in commenting on this contract, called attention to the 
fact that the subcontractor’s selection was made by and at the direc- 
tion of the Deparment of the Navy. That is, General Electric and 
Westinghouse generators were selected by the Navy Department. 

Now, opposite that you show a profit of $2,200,000 presumably for 
the prime contractor, which in this case was the General Motors Corp. 

Can you tell us what precise work, effort, or material was procured 
under this and what work was done by the General Motors Corp. to 
earn the profit of $2,200,000? 

Mr. Hammonp. When we initially called this to the atention of 
General Motors, they stated that only the following operations were 
performed: 

The generators were shipped to the contractor’s plant where each generator 
was mounted on a frame with a diesel engine attached. This operation required 
boring holes in the base of the generator and the frame, alining the two pieces of 
equipment, and bolting the generator and engine as a unit to the frame. The 
generator and engine sets were tested to assure proper function as a unit. 

In discussions with the contractor’s administrative and engineering personnel, 
we were advised that— 

1. The prime contractor did no engineering work in the development of 
the generators and related equipment. 
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2. The Department of the Navy established the source of supply by request- 
ing that the purchases be made from General Electric Co. and Westinghouse 
Electric Corp. 

8. The units were manufactured by the subcontractors without any super- 
vision or control by the prime contractor. 

4. All the items were manufactured to Department of the Navy specifica- 

ions. 
“ 5. The items were guaranteed by the subcontractors. 

6. The purchase orders issued by General Motors to the subcontractors 
provided for installation supervision charges by the subcontractors. 

7. Many of the small items were packaged by the subcontractors for final 
shipment to the Government. 

In comments dated November 22, 1957 (see appendix B), the contractor de- 
scribed in some detail Cleveland Diesel Engine Division’s work relative to the 
subcontracted items. He informed us that this work included participation in 
design, development, engineering, inspection, and installation. 

The contractor’s description of the work was general in nature and did not 
furnish us with a basis for evaluating his work in relation to the profit allowances 
of $2,239,000. It should be noted, however, that the contractor's expenses incur- 
red in participating in the subcontract work were presumably fully recovered 
through charges to various prime contracts and are not therefore to be considered 
in any way as reductions in the profit realized on the subcontracted components. 
Further, much of the effort described by the contractor as contributions to the 
subcontract work is design, development, and engineering which would logically 
diminish substantially after the initial stages of development were passed. 

The contractor also maintained that the parties priced the contract end prod- 
ucts without applying markups to individual parts and therefore did not nego- 
tiate segregated cost elements or profit. We found, on the contrary, that the 
contractor consistently proposed contract prices which he based on estimated 
manufacturing costs plus separate percentages for general and administrative 
expenses and profit. Further, the Department of the Navy informed us that this 
contractor’s historical rate of profit has been 11.11 percent on cost (10 percent of 
selling price) and stated : 

“For several years General Motors has applied this rate of profit, and all 
attempts to reduce this rate have been of no avail. General Motors has been 
adamant on this point, and has insisted in applying this profit margin across the 
board on all costs, including subcontracting.” 


Mr. Courtney. Then, to summarize from what you have said, 
there was an earned profit in excess of 10 percent, the customary rate, 
because $1914 million of purchased parts and fabrication by the con- 
tractor, applied to $2,200,000, is substantially over 10 percent. 

And if I understand the information you have obtained, it is that 
the contractor, the prime contractor in this case, was directed to pur- 
chase an article. The sources were selected—Westinghouse and Gen- 
eral Electric. It was on Navy specifications, requiring no specifica- 
tion by the contractor. And that the sole work performed in addition 
to executing the purchase order was to bore two holes in a frame and 
fix the generator to the frame; is that right? This was performed by 
the prime contractor, and the subcontractor was to furnish any tech- 
nical know-how that was required in that operation and to supervise 
the operation ; isn’t that right? 

Mr. Powers. That is generally right. 

As I explained, although the contractor later gave us general in- 
formation as to work that he did in design and development, we 
weren't able to completely evaluate it. 

Mr. Courtney. All you could find that the prime contractor did in 
this case for $2,200,000 was to accept the orders he was directed to 
execute, bore two holes, and fasten the generator to a frame, under 
the supervision of the subcontractor who had sold the article in the 
first, place—— 
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Mr. Powers. And tested it. 

Mr. Courtney. And tested it. And for that he was paid $2,200,000 
in profit as a separate item ; is that right? 

Mr. Hammonp. That is right. 

Mr. Hésert. To what extent was the testing ? 

Mr. Courtney. The testing was under the supervision of the sub. 
contractors. 

Mr. Héserr. I know. Actually, what was involved in testing? 
Now, was any greater effort or great work involved in the testing of 
the generator after it was put on the frame? 

Mr. Hammonp. That was generally under the supervision of the 
subcontractor. 

Mr. Hésert. The subcontractor. 

Mr. Hammonp. Although the prime contractor, Cleveland Diesel, 
would have to see that both the items work as a unit. 

Mr. Powers. After being coordinated. 

Mr. Hess. I believe you read there that they installed the generator 
and an engine in the frame; is that correct ? 

Mr. Hammonp. To the frame; yes, sir. 

Mr. Hess. To the frame. So it isn’t only the generator but it is 
the engine, which I presume was bought from General Electric and 
the generator from Westinghouse, probably, and then tested the com- 
pleted article? 

Mr. Hammonp. The engine was, I think, developed or manufac- 
tured by Cleveland Diesel Engine Division. 

Mr. Hess. I see. 

Mr. Hammonp. Then they installed the generator furnished by 
Westinghouse or General Electric. 

Mr. Harpy. Mr. Chairman. 

Mr. Héserr. Mr. Hardy. 

Mr. Harpy. To clarify what actually was involved here in the way 
of effort on the part of General Motors. Insofar as this installation 
goes, of installing the generator on the motor by drilling a couple of 
holes and bolting it to the frame, was not that cost included in the 
other elements of cost which supported the profit as a prime contractor 
and was not really involved in the cost of the generators, was it? 

Mr. Hammonp. No, it wasn’t. It was aseparate item. 

Mr. Harpy. That was a separate item, and it was a factor in deter- 
mining the profit which would be allowed; isn’t that correct? 

Mr. Hammonp. Normally that would be right. They would be 
allowed a profit on the estimated cost. 

Mr. Harpy. So that the cost of installing the generator on the motor 
frame cannot be included as an item applicable to the profit on this 
particular procurement; isn’t that right ¢ 

Mr. Hammonp. That is right. 

Mr. Courtney. Thatisright. That isthe point. 

Mr. Harpy. It wasallocated to the profit of in-plant work. 

Mr. Courtney. That is right. 

Mr. Gavin. Mr. Chairman. 

Mr. Héperr. Mr. Gavin. Hie 

Mr. Gavin. I would just like to know what kind of business this 1s. 
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Idon’t understand it. Itsays here: 


As a result of our bringing this finding to the attention of the agency officials, 
the Assistant Secretary of the Navy advised us that on April 6— 


this is 

Mr. Hess. Give the page. 

Mr. Gavin. This is on page 14. It is on the McDonnel Aircraft 
Corp. 

The Assistant Secretary of the Navy advised us on April 6, 1959, that the 
contractor and the Navy have agreed on certain price adjustments. He stated 
that various contracts in the overall F3H program have been reduced in price 
by approximately $7 million, and that this reduction more than offsets the $6 
million mentioned in the report. 

What kind of a business transaction is that ? 

In other words, the Government contends that McDonnel owes the 
Government approximately $7 million and the contractor says, “Well, 
we turned in some on other contracts; we gave you about $6 million, 
and maybe that evens it up.” 

Isthatthe idea? Is that the way it is handled or suggested ¢ 

Mr. Powers. Well, Mr. Gavin, as we mentioned in our report, we 
don’t agree that the actions taken by the Navy adjusts for our findings. 

Mr. Gavin. Certainly not. Saas. 

Mr. Powers. The action taken in this particular case does not ade- 
quately protect the interest of the Government, in our opinion. 

The Comptroller General did, on July 13, advise the Secretary of 
the Navy of our disagreement. 

And he stated : 

We do not agree that all the adjustments indicated by the Assistant Secretary 
may be properly considered as adjustment of the cost overstatements disclosed 
by our review. The $1,200,000 reduction in the price of contract 53-204 appears 
to apply, but McDonnell’s waiver of its claim for $1,400,000 under contract 51- 
640i and the negotiated target price reduction of $4,300,000 under 57-185i"— 


(A copy of the letter of July 13 is furnished for the record :) 
B-1329386 





COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, D.C., July 18, 1959. 
The Honorable the SECRETARY OF THE NAvY: 


DEAR Mr. SECRETARY: A copy of our report to the Congress on examination of 
Department of the Navy contract NOas 53-204 and lease agreement NOy(R)- 
60218 negotiated with McDonnell Aircraft Corp., St. Louis, Mo., was forwarded 
to you on January 20, 1959. 

Our report stated that, in establishing a firm price for airplanes to be produced 
under contract NOas 53-204, Navy contracting officials utilized, without adequate 
evaluation or verification, cost data which included duplicate costs and costs not 
applicable to the airplanes. The contractor incurred costs of about $6 million 
less than the amount contemplated, of which $2,596,900 could have been recog- 
nized by Navy contracting officials by an adequate review of cost data available 
at the time the price was established. As a result of bringing our findings to 
the attention of the contractor and the Navy, Mr. McDonnell had offered to reduce 
the price by $3 million, but the Navy had not accepted this offer. 

We found also that the contractor’s claim for termination inventory was 
overstated, that rent and insurance on Government-owned facilities caused un- 
hecessary cost to the Government, and that the contractor’s inventory records 
were not reliable. Our report showed that the Deputy Comptroller of the Navy 
had informed us (1) that the Navy auditor would review the final termination 
settlement proposal and make appropriate recommendations, (2) that considera- 
tion was being given by the Navy to revising the rental and insurance aspects 
of the facilities lease, and (3) that the contractor's inventory accounting proce- 
dures were being improved. 
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We requested advice as to adjustments made to eliminate unallocable items in 
settlement of the terminated portion of contract NOas 53-204 and as to actions 
taken by the Navy to revise the rental and insurance requirements applicable to 
Navy facilities leased by the contractor. 

By letter dated April 6, 1959, the Assistant Secretary of the Navy reported 
on action taken on our findings. He stated that various contracts in the overall] 
F3H program have been reduced in price by approximately $7 million and that 
this reduction more than offset the $6 million mentioned in our report. The As- 
sistant Secretary indicated that this price reducttion comprised (1) MecDon- 
nell’s refund of $1,200,000 under contract NOas 53-204, which was the subject 
of our report, (2) waiver of a $1,400,000 claim on contract NOas 51-640i, and 
(3) a reduction of over $4,300,000 negotiated from the target price of $62,964,004 
originally proposed for contract NOas 57-185i. 

We made a subsequent examination, however, and found that on December 
12, 1958, the Navy and the contractor had entered into a memorandum of un- 
derstanding which included a provision that the aggregate settlement, consisting 
of $1,400,000 for contract 51-640i and $1,200,000 for contract 53-204, would 
completely and finally dispose of any price adjustments to be obtained as a result 
of pricing investigations made by the General Accounting Office under con- 
tract 53-204. 

We do not agree that all the adjustments indicated by the Assistant Secre- 
tary may be properly considered as adjustment of the cost overstatements dis- 
closed by our review. The $1,200,000 reduction in the price of contract 53-204 
appears to apply, but McDonnell’s waiver of its claim for $1,400,000 under con- 
tract 51-640i and the negotiated target price reduction of $4,300,000 under 
57-185i do not appear to represent adjustments which can be appropriately 
applied to the overstatements under contract 53-204 disclosed by our review. 
Our views on these items are given below. 

McDonnell’s claim of $1,400,000 under prior contract 51-640i represented the 
net difference between the respective amounts which the Navy and McDonnell 
were willing to accept in negotiating the final contract price. The contractor 
proposed to pursue its claim under the “disputes” provision of the contract. l- 
though, from McDonnell’s point of view, waiver of this claim may have consti- 
tuted a contract price reduction conceded as a result of our report, the Navy had 
not considered the contractor’s claim to be valid. The lower amount proposed 
by the Navy had been determined to be the highest amount acceptable by the 
Navy negotiators. We believe, therefore, that the contractor’s agreement to 
accept the final price proposed by the Navy for contract 51-640i may not properly 
be considered as an adjustment of the duplicate and nonapplicable costs of 
contract 53-204 disclosed by our report. 

With respect to the negotiated reduction of about $4,300,000 in the contractor's 
proposed target price for follow-on contract 57-185i, we found that the contractor 
had agreed to accept an adjustment of approximately this amount before our 
findings under contract 53-204 were developed and reported. McDonnell origi- 
nally proposed a target price of $62,964,094 for contract 57-185i. Negotiations 
were started in May 1957 and were continued intermittently without agreement 
being reached. On December 31, 1957, McDonnell submitted a revised proposal 
based on its more recent production and cost experience and offered a reduction 
of $4,147,024 in the price previously proposed. In September 1958, agreement 
was reached with the contractor on a target price of $58,663,800 for contract 
57-185i, or $4,300,294 less than the price originally proposed. The contractor has 
informally concurred with our opinion that the adjustment of the target price 
on contract 57-185i had no direct relation to our findings reported on contract 
53-204. 

Since it appears that adjustment has been obtained for only $1,200,000 of the 
$2,596,900 of the duplicate costs and nonapplicable costs disclosed by our review 
of contract 53-204, we recommend that appropriate action be taken to amend 
the settlement and provide for recovery of the additional amount from the 
contractor. 

Sincerely yours, 





, JOSEPH CAMPBELL. 
Mr. Gavin. That is another contract. 
Mr. Powers (reading) : 
do not appear to represent adjustments which can be appropriately applied to 


the overstatements under contract 53-204 disclosed by our review. Our views 
on these items are given below. 
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1) 
° McDonnell’s claim of $1,400,000 under prior contract 51-640i represented the 
p net difference between the respective amounts which the Navy and McDonnell 
were willing to accept in negotiating the final contract price. The contractor 
d proposed to pursue its claim under the “disputes” provision of the contract. 
Ml hough, from MecDonnell’s point of view, waiver of this claim may have con- 
Althoug i 
t stituted a contract price reduction conceded as a result of our report, the Navy 
4 had not considered the contractor's claim to be valid. The lower amount pro- 
» posed by the Navy had been determined to be the highest amount acceptable by 
“t the Navy negotiators. We believe, therefore, that the contractor’s agreement 
d to accept the final price proposed by the Navy for contract 51-640i may not prop- 
s erly be considered as an adjustment of the duplicate and nonapplicable costs of 
contract 53-204 disclosed by our report. 
or : . ar G a 
j Mr. Gavin. What wasthat amount? $4,300,000? 
n / . ’ ’ 
8 Mr. Powers. I believe—$4,300,000. 
d Mr. Gavin. Yes. Go ahead. 
4 Mr. Powers. Yes, sir. 
With respect to the negotiated reduction of about $4,300,000 in the contractor’s 
e- proposed target price for follow-on contract 57-185i, we found that the con- 
s tractor had agreed to accept an adjustment of approximately this amount before 
M our findings under contract 53-204 were developed and reported. McDonnell 
h- originally proposed a traget price of $62,964,094 for contract 57—-185i. Negotia- 
r tions were started in May 1957 and were continued intermittently without agree- 
ly ment being reached. On December 31, 1957, McDonnell submitted a revised pro- 
y. posal based on its more recent production and cost experience and offered a 
reduction of $4,147,024 in the price previously proposed. In September 1958 
1€ agreement Was reached with the contractor on a target price of $58,663,800 for 
‘ll contract 57—185i, or $4,300,294 less than the price originally proposed. The con- 
or tractor has informally concurred with our opinion that the adjustment of the 
l- target price on contract 57-185i had no direct relation to our findings reported 
‘i- on contract 53-204, 
id Since it appears that adjustment has been obtained for only $1,200,000 of the 
od $2,596,900 of the duplicate costs and nonapplicable costs disclosed by our review 
he of contract 53-204, we recommend that appropriate action be taken to amend 
to the settlement and provide for recovery of the additional amount from the 
ly contractor. 
of Mr. Gavin. That is $4300,000 7 
“s | Mr. Powers. No,sir. On the basis of our report, we believe it would 
or | be the difference between the $1,200,000 and $2,596,900. The $4,300,000 
ur isaseparate and distinct contractual matter. 
al Mr. Gavin. Entity in itself? 
me 6] sh Mr. Powers. Right. sir 
nt Mr. Powers. hig it, SIT. ‘ 
al Mr. Gavin. What is the Navy trying to do, trade the two of them 
" | offf What kind of business is that, that the Secretary of the Navy 
: suggests 
ct vr ; m F : 
oe Mr. Powers. They apparently, Mr. Gavin, have considered them 
ce as otfset ting. 
et Mr. Gavin. Offsetting? Without investigating each individual 
© contract and adjusting each individual contract, they are going to 
2 say “Well, here is 6 million here and there is the $7 million here, and 
nd maybe we can just adjust it.” 
he You say here “Subsequently the Navy informed us that the non- 
applicable items would be considered in the settlement termination 
claim. Settlement is expected in July 1959.” You are in July 1959 
now. 
What can you tell us about that? How close are you to getting this 
3H money. ‘Take the $4,300,000 item. I suppose on that contract it has 
on been paid through progress payments by the Government. Is that 


| Tight ? 
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Mr. Hammonp. No. me j 

Mr. Gavin. It says, “We are trying to reclaim it now.” Evidently 
the Government has paid it. 

Mr. Hammonp. No. That was a price reduction, I believe, in a 
target price. And I don’t believe that it relates to a recovery. 

Mr. Gavin. It is nota recovery ? 

Mr. Hammonp. That is right. 

Mr. Gavin. It isan adjustment? 

Mr. Hammonp. Yes, sir. 

Mr. Gavin. Well, what I was trying to find out: In most of these 
contracts, the Government makes progress payments ? 

Mr. Hammonp. Yes, sir. 

Mr. Gavin. In other words, we not only build the plant but we 
equip it under the contract, and then make progress payments. They 
have the Government’s money. Then they come back with an adjust- 
ment. 

Did they have the $4,300,000 or was it readjusted before the contract 
was paid, and whether or not they are using the Government’s money. 
In other words, until we redetermine price on these contracts, we paid 
them for it and then we have to negotiate to get our money back. In 
the meantime they have the Government’s money and they are using 
it in the operation, I presume, or the conduct, of their business. 

Now, where was the 4 million adjusted before the final settlement 
was made on that contract, that is the $4,300,000 ? 

Mr. Powers. Mr. Gavin, I think if you will refer to the financial 
schedule that we furnished to you 

Mr. Gavin. Yes. 

Mr. Powers. As the matter now stands, based upon what the Navy 
and McDonnell have agreed to with respect to the findings covered by 
our report, we believe that there is still about $1,300,000 which should 
be recovered for the Government. 

Mr. Gavin. To be adjusted ? 

Mr. Powers. To be adjusted in connection 

Mr. Hammonp. One million three. 

Mr. Powers. I am sorry, it is $1,325,000. It is composed of two 
items, that is the $125,000 item and the $1,200,000. So roughly there is 
about $1,300,000 that we believe reasonably should be refunded to the 
Government. 

Mr. Gavin. And you are going to hear about that in July 1959; is 
that right? Yousaid “Settlement is expected in July 1959.” 

Mr. Powers. No, sir. The Comptroller General requested the 
Secretary of the Navy to advise us in connection with this matter, in 
a letter dated July 13, which was Monday. 

Mr. Gavin. We will be interested to hear what the final outcome of 
the matter is. 

Mr. Powers. Yes, Mr. Gavin. 

Mr. Hésert. Mr. Hardy. 

Mr. Harpy. Yes. Mr. Chairman, I want to return for a second 
to the matter you were discussing when Mr. Powers concluded his 
statement, about suggestions for revising or improving the procedures 
and regulations. 

Now, running all through your presentation, Mr. Powers, was an 
observation generally to the extent that the Navy considered its pres- 
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ent regulations to be adequate. Isn’t that substantially accurate as a 
reflection of the general attitude with respect to these deficiencies? 

Mr. Powers. I think that is a fair statement, Mr. Hardy. 

Mr. Harpy. It seemed to me it was pretty well repeated from time 
to time. 

Well, now, is it a logical conclusion that if the regulations are ade- 
quate then the people who are carrying out the regulations were in- 
competent? I can’t draw any other conclusion, that if the regulations 
were adequate then the negotiators were either incompetent or de- 
liberately careless. 

Mr. Powers. Well, I can only address myself to that on the basis 
of our experience. As we mentioned in our report, Mr. Hardy, we 
feel that the Navy should revise their regulations because we don’t 
think it is entirely a matter of negotiators being incompetent. 

Mr. Harpy. There was a specific case on page 33, where a statement 
was made that “with regard to corrective action, he stated,” and you 


are quoting there the chief of the Bureau of Ships: 


That existing regulations and directives are adequate and that the most ef- 
fective corrective Measures are periodic reminders. 

Well, now, how much did the performance of that negotiator or 
negotiating team cost us in excessive charges ? 

Mr. Powers. In this particular case, it was about $100,000. 

Mr. Harpy. About $100,000. So somebody just fails to read the 
regulations or to apply them and it cost the taxpayers $100,000. 

Now, is there any indication that any action was taken by the Navy 
to correct that inadequacy on the part of the negotiators in that case? 
Just using that as an illustration, apparently it runs all through it. 

Mr. Powers. Yes. I think you have this situation, Mr. Wace 
There are cases, and as covered in our report, where the individual 


_ findings that we have developed and reported to the Navy—that the 


regulations do adequately cover it, and it is a matter of self-policing. 
We must necessarily point those particular instances and cases out as 


_ademonstration of what is the result if they fail to adequately follow 


them. Now there are other cases though, sir, where we believe that 
they have not furnished sufficient specific criteria and guidance to 
the negotiators in terms of what should be done, in the matter of 


, review and analysis of the contractor’s proposals and the other 


information. 

Mr. Harpy. Well, undoubtedly there are cases where there have not 
been adequate guidelines furnished. 

Mr. Powers. Yes. 

Mr. Harpy. I suppose that that would be correct. But in this case, 
the Navy takes the position that the regulations are adequate, and 
the directives are adequate. Then the only conclusion I can draw 
from that statement is that the negotiators were incompetent. Now 
ifthe negotiators were incompetent, do you have any indication that 
the Navy has taken any action to remove or to correct the negotiators 

_ who spent $100,000 of the taxpayers’ money needlessly ? 

Mr. Powers. Other than that referred to in our report on page 33, 
we don’t have any information—— 

_ Mr. Harpy. Don’t you know that if you were employed by a pri- 
| vate corporation, and you failed to carry out regulations that cost that 
corporation $100,000 on a single contract, you wouldn’t last a week ? 
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Mr. Powers. That is right. 
Mr. Harpy. Now the question in my mind is this: If in fact the 








Navy’s statement is accurate that the regulations are adequate, then V 
I can draw no conclusion other than that the negotiators are incompe- | 1 
tent. If the negotiators are incompetent then it is a reflection on the | 
management all the way up to the Secretary of the Navy. If they 

are permitting incompetent people to negotiate these contracts then b 
there ought to be something done about it. | 

Now that is the meat in the coconut, as far as I see it. It looks to i 
me as though we ought to be able to pinpoint these things a little : 
more. | 

And I would like, Mr. Chairman, in this specific case, to make 2 
an inquiry of the Navy to find out, if their regulations are adequate, | y 
what action have they taken to improve the competence of their own | n 
organization. g 

Mr. Héserr. That point is well taken, Mr. Hardy. The Navy rep- 
resentatives are here, and I will ask that they be prepared to answer Ww 
that 4 Sr question on Friday when they do appear. I hope it el 
won't be referred to a committee to find out. ir 

Mr. Harpy. I do, too. And I suggest there is something to follow Ir 
up, too, to find out what the Department of Defense has done about | 
that particular one. But these things run through the whole report. Ir 

Now if I might just make one other inquiry: You have here,I |; 
believe, 14 case studies. How were these cases selected ? 

Mr. Powers. Well, essentially we followed the same criteria as we | }y 
have in connection with our other reviews in the defense area. 

In other words, Mr. Hardy, one of the factors we considered was k 
the effectiveness of the use of negotiated contracts in areas in which d 
the Government was putting a significant investment. th 

Mr. Harpy. Well, the thing that I am trying to understand is 
whether or not there were others that you examined where you did 1 
not find these deficiencies ? | oo’ 

Mr. Powers. Yes, sir; there were. p 

Mr. Harpy. And how many of them were there? I am trying to a 
see if we can arrive at some sort of a percentage to indicate—— re 

Mr. Powers. Well, Mr. Chairman, you recall that a similar type 
question came up during the Air Force hearings. p! 

Mr. Harpy. That is right. 

Mr. Powers. Out of 100 completed audits during the year ending 
May 31, 1959, we found and reported to Congress 22 cases involving al 
excess charges. 

Mr. Harpy. Twenty-two out of a hundred ? P- 

Mr. Powers. Yes, sir. 

Mr. Harpy. So, then, it is 22 percent. fr 

Mr. Powers. Of the ones that we did select. af 

Mr. Harpy. Of the ones you examined ? E 

Mr. Powers. That is right, sir. 

Mr. Harpy. Did you have some means of picking out ones that you < 
were pretty sure had something wrong with them ? i. 

Mr. Powers. We also found 19 other cases that were reported to the 
agency involving excess charges, but which were not as significant as on 
those that we reported to the Congress. ! De 


Mr. Harpy. But they did have excess charges? |W 
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Mr. Powers. That is right, sir. 

Mr. Harpy. Then, you had 41 out of 100. So there was something 
wrong in terms of excess charges in 41 out of 100 of the contracts 
which you examined ? 

Mr. Powers. That is right, sir. 

And I think this, Mr. Hardy, should be understood. Basically 
before we make a determination as to how far or how deep we are 
going into a particular area we conduct a survey to see if we can 
identify any areas of weaknesses. We concentrate, therefore, on those 
specific areas of weaknesses that we develop or disclose during our 

reliminary survey. 

Mr. Harpy. Yes, but there wouldn’t be any way in the world by 
which you would know that there was failure on the part of a 
negotiator to take into account the most current prices, if you didn’t 
get in there and make an audit, would there ? 

Mr. Powers. Well, I would say this: It is obvious we don’t know 
what the findings will be until we do make an audit, but we do 
employ techniques and perform analyses that give us a pretty good 
indication that a particular area is worthy of making an audit or a 
more detailed examination. 

Mr. Harpy. Well, now, maybe this would be a better approach to 
my question, then. How many contracts did you perform an analysis 
on from which your 100 was selected ? 

Mr. Powers. I don’t have that information, Mr. Hardy. I would 
be glad to furnish it for you. 

Mr. Harpy. Well, if you can. I think that would perhaps be the 
key to giving us some yardstick to determine the extent to which these 
deficiencies are general throughout the whole service or throughout 
the whole Department. 

Mr. Hammonp. We may go into a contractor’s plant that has from 
1 to 100 contracts. We may look at a group of those contracts and 
find that on five of them the contractor incurred cost of, say, 50 
percent of the contract price. Then in those five we may make a 
detailed examination to find out the reasons the profits are high in 
relation to costs. 

We may have looked at 100 contracts, and on 95 of the contracts the 
price seems pretty much in line with the contractor’s cost. 

Mr. Harpy. Well, I am having a little trouble in understanding 
why a contractor doesn’t sometimes underestimate his costs instead of 
always having them overcalculated. 

Mr. Hammonp. We have seen cases where contractors have cost 
overruns. Of course there are many reasons why that might be. 

Mr. Harpy. Let me put my question this way: Is there any way 
from the procedures that you employ that we can get a logical estimate 
of the percentage of total contracts where errors can be anticipated 
Errors of this nature ? 

Mr. Powers. Yes. Mr. Hardy, we could give you certain statistics 
but I don’t think they would be useful to you for what I understand to 
be the type of information you want. 

Because, for instance, let’s say there is a contractor that has maybe 
20 contracts that are open at this point in time. We might go in that 
particular contractor’s plant and review his financial statements. 
We will sec what the operating results are. We might also look at 

40113—59 42 
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what work has been done by the internal auditors of the military de- 
partment. 

Even though we have acutally put some limited time in on the 20, we 
may actually select perhaps only 2 of them, to make our audit or 
examination. 

In another contractor’s plant we may have only eight contracts, 
We may actually conduct an audit and examination of the total 
eight, if we find some indication of weaknesses in the controls. 

Mr. Harpy. Well, my thought was this. Maybe it is a fallacious 
line of thinking. My thought was that if a negotiating team, whether 
it be a contractor’s reaper J team or a Department of Defense 
negotiating team, makes or fails to take into account current pricing 
information which is available, what reason do we have to expect 
that they don’t do that every time they negotiate a contract? Does 
this tendency continue or repeat itself with the same negotiating teams, 
or is it just something that happens once in a while? 

Mr. Powers. I think it is a matter where you have to examine into 
three facets of the problem. ‘That is, the requirements that are placed 
on them, what they have been doing, and what they currently con- 
centrate on in reviewing and analyzing the contractor’s information, 

Mr. Harpy. Have you made any comparisons of the performance 
on different contracts of the same negotiators ? 

Mr. Powers. No, sir. 

Mr. Harpy. That might be illuminating. 

Thank you, Mr. Chairman. 

Mr. Hepsert. Mr. Winstead. 

Mr. Winsteap. Mr. Chairman, I would just like to ask this. 

Do you find a good many of these contracts that you look into that 
appear to be in order? In other words, we are reporting a number 
here that seems to me to be totally out of line. 

The point I am driving at is whether or not the same group nego- 
tiate on most of these that are so totally out of order. Then you will 
begin to find out whether or not the team is responsible for some of 
this stuff. 

Mr. Powers. Well, our audits are not geared to the evaluation or 
effectiveness of the team in its total efforts. It is directed more 
toward the effectiveness of the procedures and the controls, rather 
than the performance of the individuals. 

Mr. Winsreap. We could find out probably from the Navy as to 
whether the same team negotiates on most of - contracts that seem 
to be so out of line. 

Mr. Powers. I think you will find, Mr. Winstead, that as a result 
of the cases we have presented here, that there are similar weaknesses 
in three different bureaus. 

You will recall in connection with our experience and our reports 
in the Air Force that the findings were not peculiar to any one given 
area. And I believe that the Assistant Secretary of the Air Force 
so testified to the fact that it was a requirement on their part to take 
more aggressive action Air Force-wide on this problem of analyzing 
the contractor’s price proposals. 

Similarily, we believe that more aggressive action is necessary on 
the part of the Navy, somewhat in line with that taken by the Air 
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Force, and to provide more specific criteria and guidance to the con- 
tracting officials. 
I think in some cases Navy has done that, but not to the extent to 
which we believe is necessary to adequately protect the Government’s 
interest. ; 
Mr. Hésertr. Mr. Gavin. 
Mr. Gavin. Would it be possible to prepare a list, say, in the De- 
artment of the Air Force, the Department of the Navy, and the 

partment of the Army—a list of all Government-owned facilities 
in each branch of the services? Then opposite that whether it is 
rented or leased and, if so, what is the annual income? And the cost. 
So we could compile a list of all Government-owned facilities—how 
much the Government has invested in these plants throughout the 
Nation, or anywhere else. What it cost them to build it, and what 
returns they are getting in rentals, 

Because you say here, on page 39: 

The Government lost revenue or incurred unnecessary costs of about $478,000 
because of failure to collect rent properly due the Government from a prime 
contractor for the use of Government-owned facilities in producing items for 
sale to commercial customers. 

That is on commercial business. 

But it would be interesting to see how much we have invested and 
what we are actually getting back on that investment. 

Mr. Kunn. We have that. 

Mr. Hésert. We have the figures. 

Mr. Gavin. On the airframe industry. 

Mr. Kuun. No; during the hearings on utilization of Government- 
owned plants and facilities, we got into that. 

Mr. Gavin. Let us see those figures. 

Mr. Kuun. All right. 

Mr. Gavin. Let us see how much we got invested and how much 
actually we are getting back in the way of rentals on the properties, 
or whether or not we are failing to collect rents that are properly 
due us. 

Mr. Hésert. Well, as an instance there, Mr. Gavin, on the Curtiss- 
Wright Corp.—I don’t think that has ever been resolved. 

Mr. Kexxer. That case is still pending, Mr. Chairman. 

Mr. Héserr. That is still pending. How many years is that 
pending ? 

Mr. Ketter. I will have to look it up, but it has been several. 

Mr. Courtney. Eight years now. 

Mr. Héserr. It is pending 8 years now, and where the Govern- 
ment failed to collect rent from the Curtiss-Wright Corp. And they 
have not arrived at a figure yet or come to any conclusions. 

Mr. Gavin. This $478,000—what does that cover? 

Mr. Powers. It goes back, I believe, to 1952. 

Mr. Hammonp. It covered 6 years, I think. 

Mr. Powers. Mr. Gavin, it went to 1952, as I recall. I will check 
and let you know specifically. But I think it was approximately 

52. 

Mr. Héverr. Are you finished ? 

Mr. Gavin. Those figures are available? 

Mr. Hésert. They are available to the committee. 
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Mr. Gavin. All right. 


Mr. Héperr. Mr. Powers or Mr. Keller, either one that can answer 
this question, what has been your experience in connection with the 
availability, for examination, of the records, that is, access to the 
records as far as the Navy is concerned ? 

Mr. Ketter. Mr, Chairman, our experience with the Navy has 
been similar to the experience we have had with the other military 
departments, particularly in the last year. 

Prior to July 1958, we had our problems with the Navy from time 
to time, but we were able to work them out. However, with the issy. 
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ance of the Department of Defense directive 7650.1, of July 9, 1958, | 


the situation reversed. We began to encounter all kinds of delays 
insofar as the access to files and records of the Navy were concerned, 
Specifically, we have been denied access to three reports of the 





Navy, and for a considerable period there was extreme difficulty in | 


obtaining day-to-day access to information in the files. In fact, we 
had preey good indication that the files were being screened before 
they were turned over to us. 

Mr. H&perr. Do you place any significance on the fact that this 
resistance comes from the Department of Defense and follows through 
the echelons of the service departments / 

Mr. Keuuer. That is the pattern. 

Mr. Héserr. After exposure. You had no difliculty at all as long 
as these things weren’t put out to public view. 

Mr. Keiier. I don’t know whether I could definitely tie it to that 
or not. 

Mr. Héserr. But the facts do remain that the resistance only came 
after these matters were put out on the table by this committee and 
yourselves. 

Mr. Ketter. That could certainly have a bearing on the present 
policy. 

Mr. Héserr. I mean the facts are that. Before this committee in- 
volved itself with the assistance of the General Accounting Office, 
the General Accounting Office encountered no very strong opposition 
on the part of the Department of Defense or the services to let their 
records be known ? 

Mr. Keuier. We had cases from time to time. 

Mr. Heperr. Cases, but they were—— 

Mr. Ketter. No general problem. 

Mr. Héperr. No general practice. 

Mr. Ketier. Until the issuance of the directive last year, following 
the activity of this committee 

Mr. He&perr. That is correct. However, after this committee got 
into the business of exposing these things, through your able help, 
then there is a sudden resistance to show any more records. 

Perhaps they don’t want to let us know where all the bodies are 
buried. That is the only conclusion I can draw. 

Mr. Keer. It certainly could havea bearing on it. 

Mr. Hésert. I think it becomes perfectly patent and obvious that 
as soon as the exposures are made there is a sudden tightening up and 
they don’t look at it any more. 

Mr. Harpy. You don’t mean to suggest, Mr. Chairman, that the De- 
partment of Defense is trying to hide the truth about these defi- 
ciencies # 
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Mr. Héserr. I don’t know what they are trying to hide. But the 
lack of cooperation we have received from the Department of De- 
fense on Many occasions would indicate that—if there is nothing 
wrong, Why cover up. 

Mr. Harpy. Mr. hairman, I share those observations. 

Mr. Ketter. I would like to add, Mr. Chairman, that our situation 
with the Navy in the last few months has improved. Certain reports 
have been refused, but our day-to-day working relationships have im- 
proved about 800 percent. ant 

Mr. H&éserr. I don’t know whether any significance would be at- 
tached to this fact or not, but the present Secretary of the Navy was 
a very prominent auditor in his own right before he came to the Navy 
Department. Maybe he understands the problems of the auditor a 
little bit better. 

Mr. Harpy. Maybe he is able to resist the General Counsel of the 
Department of Defense a little better. 

Mr. Hézert. Nobody could resist the General Counsel of the De- 

artment of Defense. 

Mr. Harpy. I am afraid that is right, Mr. Chairman. I hope we 
don’t have to put up with him too long. 

Mr. Powers. I might add this, Mr. Chairman. When we initially 
accelerated our work in 1956, the present Secretary of the Navy was 


- instrumental in calling all the bureau chiefs together, advising them 
that we were commencing an audit of the operations and the ad- 





ministrative management of the Navy programs, and that the Secre- 
tary expected full cooperation. 

Tthink, while we had individual problems as we moved along, I can 
fairly state that it was due to a lack of understanding of what we were 
doing and what we were required to do under our statutory responsi- 
bility. Most of those problems were worked out after they were 
brought to the attention of responsible Navy bureau chiefs or division 
chiefs—— 

Mr. Hézert. They were still stopped by the Defense directive. 


_ That is one place where we have unification. 


Mr. Ketier. Yes, sir. 

Mr. Hészerr. Unification against giving public information. If 
the Defense Department would get a little more unanimity up there, 
perhaps we wouldn’t have many of these problems. As is evidenced 
in this case, where records are being closed, by reasons best known 
to themselves. And I will reserve judgment, except as to what was 
expressed here, as to why they insist so much on closing records 
down after exposures have been made. I think it is very significant. 

Mr. Ketter. Mr. Chairman, I would like to say that when I said 
the situation had improved with the Navy, there are certain types 
of reports still that they refuse to make available to the General 
Accounting Office. 

Mr. Hésert. Under the direction of the Department of Defense? 

Mr. Ketter. That is correct, under the Defense directive. 

_ These reports are—three specific reports which were referred—one 
isa review of the Military Sea Transportation Service conducted by 
the Internal Review Group of the Office of Naval Material; a similar 
type review in the Bureau of Yards and Docks on military construc- 
tion; and a review of the Military Petroleum Supply Agency. 

Mr. Hésert. All vital areas of procurement. 
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Mr. Kewier. All of these reports dealt, Mr. Chairman, in the pro. 
curement area. 

That is why we felt they should be made available to the Genera] 
Accounting Office. 

Mr. Hézert. And they have been denied ? 

Mr. Ketter. Yes. The Navy has offered us facts in the report, 
which means after they have edited the report, with all opinions, 
conclusions, and recommendations removed. 

Mr. Harpy. As a matter of fact, you couldn’t even be sure that 
all of the facts are in there, could you? 

Mr. Ketier. We have no way of knowing. 

Mr. Hxépert. They make the judgment ahead of time. 

Mr. Ketter. Yes, sir. 

Mr. Hésert. Well, the committee will stand in recess until to. 
morrow morning at 10 o’clock. We will be in executive session to 
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hear the two cases which were described here this morning, which | 


have been referred to the Department of Justice. 

And on Friday morning the committee will meet at 10 o’clock in 
open session to hear the Navy’s explanation. 

I hope they don’t make unavailable their opinions at that time, 

I want to insert in the record a letter delivered by the Comptroller 
General today answering in detail some questions addressed to him 
during our hearings of June 3, 4, and 5 of this year and on this 
general subject. 

The letter is as follows: 


COMPTROLLER GERNERAL OF THE UNITED STATES, 
Washington, July 14, 1959. 
1329B-42 


Hon. F. Epwakp HEBERT, 
Chairman, Subcommittee for Special Investigations, 
Committee on Armed Services, House of Representatives. 


DEAR Mr. CHAIRMAN: In hearings held by your subcommittee on June 8, 4, 
and 5, 1959, we were requested to furnish additional information in regard to the 
experience of the General Accounting Office with the companies referred to in 
our report issued May 29, 1959, on examination of the pricing of selected Depart- 
ment of the Air Force contracts and subcontracts. Mr. Winstead of your subcon- 
mittee requested information as to whether it is a common practice for these 
companies to make errors in the pricing of defense contracts, and Mr. Price in- 
quired as to percentage of contracts reviewed in which excess charges have been 
disclosed by our examinations. 

Our audits of defense contracts held by the companies included in our sum- 
mary report have resulted, since March 1957, in issuing to the Congress the 
number of reports shown below : 

Boeing Airplane Co., five reports; General Motors Corp., three reports; Lock- 
heed Aircraft Corp., three reports; McDonnell Aircraft Corp., three reports; 
and General Dynamics Corp., Convair Division, two reports. 

The number of reports by the General Accounting Office on the audit of nego- 
tiated contracts held by these companies does not furnish a sound basis for 
generalizing as to the manner in which they have conducted their entire defense 
contract activities. 

To accomplish the most constructive results within our limited resources, we 
concentrate our attention on areas of apparent weakness in order to demonstrate 
by specific examples and obtain corrective action for deficiencies disclosed. Our 
examinations, therefore, are directed toward reporting areas of weakness and 
unnecessary cost to the Government rather than toward overall evaluation of 
contractors’ activities. In this regard, it has been our policy to report weak- 
nesses in contractors’ and agencies’ procedures as quickly as possible in order 
to obtain action to correct the causes of these errors. 
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In selecting contracts for audit at a particular plant, we make a preliminary 
review of negotiated contracts and subcontracts being performed. This review 
may include an appraisal of the important activities involved in the contract 
operations, and a review of management controls exercised over these activities, 
including the manner in which the contractor is discharging its financial re- 
sponsibility to the Government. This financial responsibility covers such areas 
as fair pricing of contracts and subcontracts, economical procurement, and effi- 
cient contract performance. Our preliminary review may involved a scanning 
and brief review of many contracts to obtain information on contract products, 
dollar value, types of contracts, status of performance, etc., to assist in the 
selection of the areas for audit. We do not examine in detail all the defense 
contracts held by a particular company or even all the activities of a company 
under an individual contract selected for review. We frequently review briefly 
information relating to many contracts but select for examination in detail only 
portions of selected contracts. 

In regard to the percentage of contracts audited in which excess charges were 
disclosed, the following information is furnished : 

During the year ended May 31, 1959, the General Accounting Office completed 
action on audits of the records of 100 companies or major divisions of companies 
holding contracts with the military services. As a result of these examinations, 
92 reports of excess charges to the Government were submitted to the Congress 
and, in addition, 19 reports involving excess charges of lesser significance were 
submitted to the military services. 

Sincerely yours, 
JOSEPH CAMPBELL. 


The committee will recess until 10 o’clock tomorrow morning in 
executive session. 
(Whereupon, at 12:21 p.m., the subcommittee adjourned.) 
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WEAPONS SYSTEMS MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 





FRIDAY, JULY 17, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 
| The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
| man of the subcommittee) presiding. 
Mr. Hésert. The committee will be in order. 
Mr. Courtney. 
Mr. Courtney. Mr. Chairman, the Navy Department is here this 
morning to respond to the report of the General Accounting Office on 
| aseries of contracts which were discussed on Wednesday of this week. 

The Assistant Secretary of Navy for Material, Mr. Milne, who is 
familiar to us, and now the Assistant Secretary of the Navy—formerly 
Deputy Assistant Secretary of Defense, and now the Assistant Sec- 
retary of the Navy, is here as head of the Office of Navy Material, 
accompanied by Admiral Clexton, Mr. M. E. Jones, Assistant Direc- 
tor of the Office of Navy Material. 

We have also Admiral Stroop of the Bureau of Ordnance, Admiral 
Dodson, Assistant Chief of Procurement for the Bureau of Aeronau- 
ties, and Admiral Moore of the Bureau of Ships. All three Bureaus 
have been involved in the discussion by the General Accounting Office. 

The first witness this morning is Secretary Milne, who has a pre- 
pared statement, Mr. Chairman. I suggest he proceed in order. 

Mr. Hésert. Mr. Secretary, proceed with your statement without 
interruption from the committee until after you have finished. 





STATEMENT OF CECIL P. MILNE, ASSISTANT SECRETARY OF THE 
NAVY (MATERIAL) 


Secretary Mitne. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, I am Cecil P. Milne, 
since April 1959, Assistant Secretary of the Navy (Material) and for 
ayear and a half prior to that date Deputy Assistant Secretary of 
Defense (Supply and Logistics). I appear before your committee 
today in connection with the Navy’s use of the weapons system method 
of procurement. I intend to discuss this first and then to discuss 
certain pricing problems which have been brought to this committee’s 
attention by the General Accounting Office. 

_ First, let me say that we use weapons system procurement, when 
it ls appropriate, to develop and produce superior weapons for effec- 


tive operational use at the earliest practicable date and at reasonable 
cost. 
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Second, let me point out the size of the problem and how we are 
organized to handle it. During fiscal year 1958 contract procurement 
in the Navy amounted to approximately $7 billion. In the neighbor. 
hood of 80 percent of the Navy’s procurement dollar is handled jn 
Washington, including any procurements which may involve weapons 
systems. We are thus able to assure a well-integrated, well-managed 
procurement organization. The close coordination of our best techni- 
val, legal, procurement, comptroller (audit), and policy personnel 
in Washington provides the basis for expeditious and considered 
action. 

Weapons systems: For some time now there has been concern jn 
Congress with what has been described as the weapons system method 
of management. This is not a new concept. The only innovation js 
the name and emphasis. Vessels of war and military aircraft have 
always been weapons systems. The extent to which material and 
components have been furnished by the Government has varied but 
the concept is the same. Weapons system management is nothing 
more than the means by which we coordinate the efforts of Government 
and industry to assure compatibility, reliability, and superior perform- 
ance of the most advanced weapons. 

The Navy does not delegate management control of its weapons 
systems to private contractors, although decisionmaking within the 
scope of a weapons system contract is the direct responsibility of the 
prime contractor. Even in research and development contracts 
changes in scope or the authorization of additional work within the 
original scope are prerogatives of the Navy not delegated to a con- 
tractor. 

When it is necessary to obtain the services of industry in the use 
of weapons system management the Navy exercises extreme care in 
the selection of the prime contractor which will assure industry re- 
sponsibility in this team effort. At times the overall capabilities 
of a single prime contractor are inadequate, and we must look to a 
combination of firms to provide the end result. 

Although weapons system procurement is considered by many to be 
a procedure by which the Government contracts with a single con- 
tractor for the design, development, and production of a weapons sys- 
tem, this procedure is seldom employed by the Navy. As a matter of 
fact, to the extent practicable, various components of a weapons system 
are procured on a prime contract basis and assembled into an opera- 
tional system. Even in the case of the Polaris which is probably one 
of the best known naval weapons systems, the missile, submarine, 
submarine propulsion equipment and missile launching apparatus, 
and fire control equipment are being procured under prime contracts 
and assembled into an operational system. In the case of the Side- 
winder, which is a relatively simple missile, development was accom- 
plished by our own naval ordnance test station with production 
being accomplished by private industry. Guidance control, rocket 

motor metal parts, wings, and rollerons, warheads, fuzes, and safety 
and arming devices are all purchased separately under prime con- 
tracts, and then assembled into an operational missile. J 

There is no simple weapons system formula. Maximum flexibility 
must be exercised in order to effectively coordinate the finest: technical 
capabilities available in both Government and industry. The extent 
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to which weapons system procurement will be centralized or de- 
entralized will depend entirely upon the type of weapon involved 
and the availability of necessary capabilities and capacity within the 
Government and industry as well as our ability to “breakout” particu- 
theless, every effort is made to enter into a fixed-price type contract 
intoa compatible, reliable, operational system. 

Usually the procurement of a weapons system involves considerable 
design and development. Consequently, it is not practicable in the 
arly phases to utilize other than a cost-plus-fixed-fee contract. Never- 
lar components which can be produced separately and then assembled 
atthe earliest reasonable date. 

It is firm Navy policy to seek assistance by Navy cost auditors and 
technical inspectors in negotiating and repricing all large contracts. 

Important contracts and difficult contractual problems are usually 
reviewed by procurement review boards of the particular procuring 
activity. These boards are composed of top procurement personnel, 
supplemented as necessary by technical, legal, and cost advisers. 

In the Navy, all negotiated contracts in excess of $300,000 are 
reviewed in the Secretary’s office by the Office of Naval Material 
before they are awarded. The extent of competition, whether such 
competition is based upon design or price, is carefully reviewed and 
all business aspects are examined before the purchase is authorized. 
Records of previous contractual actions, prices, overhead rates, labor 
hours and rates, priced bills of material, detailed audit reports and 
other pertinent pricing data have been accumulated in the Office of 
Naval Material and are used effectively in obtaining reasonable con- 
tract prices. 

Navy negotiators and contracting officers are directed to utilize the 
services of auditing and field technical personnel in the evaluation of 
the quantity, quality, and cost of material, labor, and overhead in- 
duded in the contractor’s proposal. Frequently cost auditors and 
field technical personnel are present at the negotiation table. 

Reports of the General Accounting Office on Navy contracts: 

I feel that it is important for me to discuss with you the general 
procurement problems covered by the reports of the General Account- 
ing Office. 

The 14 cases submitted by the General Accounting Office involving 
Navy contracts cover a period of approximately 6 years, during 
which time the Navy awarded contracts in excess of $40 billion. A 
majority of the 14 contracts were let during the period of the Korean 
waremergency. We realize only too well that in the press of day-to- 
day business we can lose the objectivity of our views. The General 
Accounting Office’s critical appraisal is of value not only in the saving 
of defense dollars but also in assisting us to improve our procedures 
and correct our mistakes. 

In one aspect of the Collins report the General Accounting Office 
pointed out that through a clerical error costs of $20,000 were included 
for tooling purchased for use on another contract. The report states: 

As a result of bringing this overstatement to the attention of the Department 


of the Navy before a final contract price was negotiated, the amount of over- 
statement for tooling costs was eliminated from the final contract price. 


With your permission, I would like to digress for 2 moment because 
this report. so well illustrates one of our basic problems. This mistake 
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is not attributable to a procedure or lack of procedure, but rather 
is the failure of a person. There has been much discussion concernin 

the competence ot ieee procurement personnel. I do not think it js 
reasonable to expect that the Navy will be able to hire qualified pro- 
curement personnel from industry to any significant extent in peace- 
time. Rather, we must rely primarily upon the recruitment of 
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young, well-educated individuals who can be trained to perform an | 


efficient and economical procurement job for the Navy. Our procure- 


ment personnel are continuously being rotated through training | 
courses in varying aspects of negotiation, pricing, and cost analysis 


designed to equip them better for their complicated task. 

There is much discussion concerning the competence of our nego- 
tiators. AJl the Bureau Chiefs assure me that, all factors considered 
Navy negotiators are an able group, dedicated to the best interests of 
the Government. With few exceptions I feel reasonably certain that 
they measure up well with industry. 

Despite the selection of the best qualified people and the application 
of training, it is inevitable that occasional mistakes and oversights 
will occur. Whenever these are discovered or pointed out to us we are 
sincere and enthusiastic in taking prompt corrective action. 

To return to my discussion of our relations with the General Ac- 
counting Office, I would be less than frank with you if I did not say 
that there are times when we simply disagree with the views of the 
General Accounting Office in some procurement matter. This is not 
to say that we do not fully consider their views, but rather to indicate 
that in so broad an enterprise reasonable men may reach different con- 
clusions. When we feel that we are morally right in our approach 
to a problem we stick to our guns, and I am sure that your commit- 
tee would not want us to display less character. 

With your permission, I would like to submit for the record a table 
showing the dates when the contracts covered by the 14 General Ac- 
counting Office reports under review were let, and also when these con- 
tracts were completed. 

And we have given the counsel, Mr. Chairman, a statement. which 
we are entering for the record, which lists the contracts, the date the 
contract was made, the date the contract was completed, the date of 
the preliminary report from the General Accounting Office, the date 
of the final report—some of which have been received this week— 
and then a summary of the points brought up by the General Ac- 
counting Office, and the latest policy changes that relate to these 
points, keeping in mind that prior to these latest changes there were 
other continuing changes that led up to those. 

(The table referred to is as follows:) 
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Date of receiving GAO 
RpreTremmnanmta 








WEAPONS SYSTEM MANAGEMENT 





od 


BUTISTI IST 88S 


*pasn $}s0o JUaIINI 0} 
SB $10}IVIJUOD WIOIJ SIIBOYIIVIO 


“6S6I ounf ‘“SE-§¢ BVO UdSV 


« SYUSUIAINIOIY JO 
Bupund,, “NG GO ‘Lg61 ‘Iz 
AV ., SU Jo uoljeUlUlle, 
-9(] [8UIg 03 Jol1g JueWIABY JO 
UOIVNWT,, 910-L GAN ‘9961 


Aqng ‘1 ‘ON Wodey [weds avg 


“(sn ZuTe[es SU190100) 
«Peleg jo ed f,,, posta 


01 $08-€ UdSV ‘ss6l ‘si “Ides 
‘od 

“A Jojdeyo ‘sousinsuy 400q 

-pusy, siojetjozaN ‘Ajsedoid 


PeUMO-JUIMIUIOAOZ) PIsve| 
wo somEmeN EOI-EI Hc 
0 


“SasnelO UOT}BUTUT 
-1039pel UdSV Mou ‘ES6T ‘OZ 
‘idy ‘Zu10lid s[elieyeul peseyo 
-ind uo ssoygo ZulmMooid sof eur 


0} 197979] WNO ‘ss6t ‘92 ABW 


“s[e]0} eur 
pessyoind uo eiep sinbei 
04 stesodoid 103 sysonbel “pig-e 
GdN 6961 ‘Z “BW ‘sts[eue 
qsoo ‘#'20R-E ‘sjsA~eue sdtid 
‘g'L08-€ UdSV JO woystaed asod 


-O1d Z$-89 9889 YdSV 6961 ouns 


uUdsv 


op----- 
‘sa1oua1dyja poyoodxe 
pus 4so0 Jo1Id 0} UOTjE[el UT 
ysty seg  ‘Tesodoid jo uo 
-Bn[vAe puv MatAol oyenbepeuy 
‘spun 
JUOUIMIBAOF) JO ISN BdJj-4Sd 
-19jUJ +=“paLINdUT s}soo [eNzoe 
0} UOI}BIed UT AAISSIOXe aoIId 
qyovyquog ‘jesodoid jo uo} 
-Bn[vAd puB MatAal ayeNbepeu] 
*U110} 3081300 838] IdoO1d 
-deuy jo asn 0} eNp aoj1d VAIS 
“SOX =“ PetM9U! Sysoo [wNjoV 
0} UWOTIeIe1 UT @ATSSeOxe @dyId 


penuoo ‘esodoid jo wor} 
-BN[BAd puw MOTAOI oJENbepeuy 
agothosubt dnvatiecaadainans op---- 


“SoT}TIOB} POUMO 
-JUOUITLIGAOF) UO s0UBINSUI 
A1ivo pus yuel Avd 0} pournb 
-01 10JOBIJUOO ‘pealIMoUy s$jSO0d 
[8N39B8 0} WOT}BIII UT BAISSIOXE 
aolid 4o81}U00 ‘[esodoid jo UOT} 
-BNIBVAV PUB MoIAGI oIBNbepeuy 


*palMoul sjsoo 
[8N4OB 0} WOT}B[9I Ul BAISSIOXO 
aotid 40813U00 ‘[esodoid jo UOT} 
-BN[VAV PUB MOTAGI oJeNbepeuUy 


“soTUsTOWJe pewedxe pus 
$3s00 JoLId 0} WOT}VIeI UT GZIq 
saotid (q) {peLlmmouy soo [enjoe 
0} WOTIBI91 UT @ATssedx9 seolid 
qoviyu0o (p) ‘tesodoid jo uo14 
-BN[BAI PUB MOAVI oJeNbepeuUy 


6961 ‘ET 


6961 ‘ET 


6961 “ET 


6961 “IZ 


6961 ‘LT 
8961 “9T 


6961 ‘02 


6961 ‘LT 


6961 ‘El 


Ane 
Aine 


Aine 


“idy 


“IB 
“ydeg 


‘uve 


"idy 


Aine 


Se61 ‘12 [lady 
gc6l ‘8z AB 


6961 ‘es “UBL 


LS6I ‘9% “AON 


Le6t‘t ‘ady 
L861 ‘IT “PO 
So6I ‘be ouns 


Lg6I ‘ez eune 


4961 “PO 





$961 10qWI90 
oq ysnoiy} seg] ouNns 


es iiataagiae gece! AB 


“=7="""= = "9667 4990390 


---"gg6r adv 


ze6I ouns 
“== ==" = = "8ST 49Q0WO 


“6961 
oun [BMouel 10} dQ 
Sis leh ars “Lg61 Aine 


“$961 4990790 


“ze61 Arenuee 
ysnoiy) Fe61 [dy 


es ZG6I J9qQuII09q] 


--------9eg, ATBNIGIT 
oe ZS-1S61 


“8SB9] 6F6T 
me pe Tau Z96I ‘$e “dag 


o--ee--- IS6I JeQqUIGAON 


“*9C6I ‘RZ “Ady 
ysnomy? ‘OS6l ‘61 990d 


(SL2811-4) 

‘ou ‘yesosty 1QBN0A SoULYD 
(PL1ee1 

opsy weposy 


-q) ‘di0o9 


*(ee1eeI-a) 
Z ON 340day [B1oedg 


ice 3 (s66z€1-€) “dog ood 


~(Teleei—q) ‘ouy ‘edoosviqry 
“"(QLOSZI-G) “9D OTPRY SUITIOD 


‘6H6L ‘81 “99q UO asnoy Aq 
pus “6r6I ‘*? ‘ubr U0 eyeuaesg) 
doUITUIWO) S801 A IIS peuly 


Sq peaoiddy ~(9s6z8I-d) 
09 «Yessy [puUOgoWw 
“(£96ZET-A) 


UWOTSIAITG Wdiy JV 
0D dOeTqY =PsNoysuy}se AA 


*8OVIIMOD 9 (ZZZET 


-f) 1 “ON wWodey Tepedg 





eZusyo Aojjod 480387] 


Woy}deoxe Jo OAT, 





qaodei [eur 410del [eUTz}IO 








s}yUsUTUI00 
OVD Zuypayooss Jo 938CT 





peyedur0o 
q0B17U090 838 





(8) 10817000 Jo o38q 





10PVBITMOD 








at 
yn 
ts 
re 


t @ 
> Fs 


~ 
oS 


Ses 


it- 


> s .0 a et 2 ry 
as og £25332); e822 

























asuvyo Adrjod 4soyery 











wol}daoxe jo adA J, 

















: ra 
| Modes jeury yoda. jeursy109| 


s}usTIUIO0 | 
OV®D Sutayaoo. jo e1nq 





peie[dur0o 
JOBIIMOD 04Rq 


(s)40 


B1IJUOD JO 81RG 





—_ =) - = 2 on ee a a? | —. m-. So fo as- =s — So @2 & > Ss oes) te he a a 
Aeeaese@esgedusistaessseseZle Bz Fase Pssst eesees SEs soe aE 
Be 3434-38 s8-Siae8 sPSBS88s" 82473 = ES B48 6 eaeFogeesg SG&B8ag 328eags 
& 
Zz 
& 
o 
ee 
z | ponies | 
el] | ia "(3800 UOTIISINboB Jo yUadIed 
= 419 SUM JUVY) *(10,0BI3U00 
Yaa aSvol AABN jo osnBoeq 
Ss is | [8jUel pred yoruood Auy) 
May Avy Aorpod jo JU9UTAIBIS aod ge A a tg ns 
cs “(pareyo 0a Se “aH “Tey Uo 4Yord | seer ‘ez AINE oe ‘te A[ne “-------ge6r | goer Mady-eeer tady | - ‘ Mag ie 
val I. pue [TM 4uo1 UayM saqz) ‘sory | oe | oe ey ee 
A (PS{) OL 10PBIQUOD Jo I43IY I[loBy pouMmo F | | 
te gage! ‘ he SA FLD, JUMO-JUIUTUIIAO | 
LOF € UdSV ‘S6r ‘st “adeg | jyuos JO JUsUIQweL . » “ | ‘ ¢ | 
R « WEIIUOD JO ad, posta | rea seouePyeC | 6s6I ‘er AIN¢ gg6I ‘gr “3ny a | see ake 
Z 4 £08-€ UdSV ‘se61 “ST “ideg | -u Jo sn 0} anp @ set eteaee | wee ee | Se Eee Sone ORES 
one y oe 95 | -Ul JO asn 0} anp aolid aaissaoxa | ecar ‘o nee Se . : 
© SJ9pioO esByoind pur sors 1 hy Loe ! a | 6961 'et Aine 6961'b “qa, "2061 Aue ¢ 
Ay  -Wooqns Supmoraal A y u D te dad ynoygrn pie rose 4S00 » wi sie ae Aeamng | W#6T AwNIgeT | “0 sionporg 
< 99499 MAVOG “SOI b dy | ~ M pojdedon pesoc “(Jopso ast yout 
<a) «SPBIUOIGNE yo Fotaray, V | “Oi soanos ajog “aaoge svoureg | gg6t ‘s ounf 261‘ ‘wey . aye UML) ( 
e ‘O woroes ‘Ay J9\dByo «4004 pus ‘ysta ‘£ymuqysuodses gon weet e961 “£2 “Ides | OD Zuyseauyzugq yaa 
“PULH S107813030N,, *(208-B | -30vIQUOD 04 HOMIE, UT quay 
! No» LO8-€ 9B41ZUOD OF UOTBIel UT 1 | 
J0UrIO “ y y sou 
-o1d ag . ae 7 bere gM | | 
; MO) ««¢ SGTYSUOL EO pue 4s0d s01Id 02 UOTIETa 
Wg pur ‘a 4s 70-20 : y peek 
SS wait RB Bias | AML oma on | | ast 
: Ms S| 909 | N[BAV puB MoTAdI ajenbepeuy 8961 ‘9% ABW Leer ‘e Aine | ‘ (UOISTATC] [@SeTq purje a )) 
| } [e6 Arenurys uo}}B10d10,) S10JO]Y [Bleuern 
| t 
| 


JoqoRIVUOD 


| 
be 








WEAPONS SYSTEM MANAGEMENT 667 


Secretary Mitne. It will be noted that quite a few of these contracts 
are from the Korean war era when we were faced with the problem of 
expanding our Armed Forces overnight. Unquestionably, mistakes 
were made in this rapid expansion, and you are seeing today the 
reports of these mistakes. However, it must not be overlooked that 
the Navy and the Department of Defense learned valuable lessons from 
these mistakes and translated these lessons into new directives, instruc- 
tions, and methods. We will be happy to supply for the committee a 
complete list of all of the actions we have taken to improve our pro- 
curement procedures since the general date of the contracts in ques- 
tion, and with your permission, Mr, Chairman, we propose to supply 
this to Mr. Courtney as quickly as it can be put together. It will be 
quite a substantial document. (See app. ITT, p. 766.) 

I want to reiterate to this committee that there exists in Navy pro- 
qurement a genuinely progressive attitude. We are constantly seek- 
ing better and more efficient ways of conserving the defense dollar so 
that it will buy more of the hardware we so badly need. We realize 
that this is a task we cannot accomplish by ourselves alone and want. to 
assure you that we will never turn our back on a suggestion for 
improvement. 

With regard to the 14 reports under review, I am sure that the 
committee realizes that in the Navy we have had final drafts of 6 of 
them only since July 14. The chiefs of the procuring bureaus or their 
assistants are here with me today and they are prepared to discuss the 
individual reports and answer questions if you so desire. The list of 
improvements that have been made is hereby supplied. 


IMPROVEMENTS IN NAVY PROCUREMENT POLICIES AND PROCEDURES 


What the Navy has done to improve our procurement policy and procedures to 
avoid the deficiencies included by the GAO in its report: 

1. Limitation of cost clause (limits the accumulation of “windfall” capital) 

This clause currently applies to prime contracts, but the ASPR Committee is 
considering a policy revision which will apply also to subcontracts in accordance 
with the GAO recommendations. 

’, Price redetermination and incentive clauses 
These clauses require the contractor to supply current and accurate informa- 


| tion under certification of a responsible official and permit the contracting officer 


to withhold payments in order to enforce the submission of such costs. 


§, Certifictae of current pricing data 
Requires contractor to certify that all “available actual or estimated cost or 


| pricing data have been considered in preparing price estimate and made known 
| contracting officer for his use in evaluating the estimate and any significant 





changes in the above data which have occurred since the preparation of the above 
proposal.” Reference is also made to 18 U.S.C. 1001 concerning criminal penalty 
formaking false representations to the Government. 


}. Control of subcontracting 
There has been completed an ASPR case which will prescribe policy concerning 
ipprovals of subcontracts and methods of controlling contractors’ make-or-buy 


plans, NPD 3-814 sets forth specific procedures for the submission of informa- 
ton in connection with materials and subcontracts. 


ji, Audit services 

The use of auditing services as a pricing aid is set forth in ASPR 3-809 and in 
NPD 3-114.5. Continuous reminders at contracting officers’ meetings, procure- 
hent policy advisory meetings and at training courses are used to emphasize this 
inportant practice. 
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6. Field inspection services 

The use of field inspection services is set forth in ONM Instruction 5000.3 
Field Service Manual, and in various bureau instructions. The inspector js an 
important member of the procurement team and every effort is made to properly 
use his services. 

7. Increased emphasis on training 

Fiscal 1960 money is available which will be used to accelerate this vital pro- 
gram to a point much advanced over previous periods. 
8. Contract Clearance Branch, ONM 

This organization is being strengthened and is increasing the thoroughness of 
its reviews of all procurements in excess of $300,000. 
9. Facilities and insurance 

Under current directive ASPR 10-602.2, we are not now requiring or authoriz- 
ing the insuring of Navy-owned facilities when they are being used primarily 
for Government work and insurance costs are significant. Effort is being made 
to amend existing contracts to conform to the current policy. 

10. Profit on rental 

Efforts are made to insure that any significant profit on the rental of Govern- 
ment facilities is not charged back to the Government. 
11. Other actions 

We are currently evaluating our policies and procedures with respect to the 
optimum coordination of the efforts of procurement or contracting personnel, 
auditing personnel, and field technical personnel. 

(Note.—This is intended as a synopsis of action taken only. A detailed report 
of improvements will be submitted to the committee at an early date.) 

That completes my statement, Mr. Chairman. 

Mr. Hésert. Thank you very much, Mr. Secretary. 

Mr. Courtney. 

Mr. Courtney. We will take up the first part of your statement, 
Mr. Secretary. Then the committee is to understand that so far as 
the so-called weapons management system of contracting is concerned, 
the Navy does not delegate its responsibility to the prime contractor, 
even though the assembly of the system may be, by contract, the 
responsibility of that prime contractor ? 

Secretary Mitne. That is correct. 

Mr. Courrney. And you do not waive your responsibility for the 
review of subcontracts of the prime within the first tier, do you! 

Secretary Mitne. That is right. 

Mr. Courtney. So that through the progress of the assembly of the 
system the Navy does not change or has not changed its contractual 
policy or relaxed its supervision over the operation of the contract as 
a whole nor over the subcontracts in the first and the immediate tier. 

Secretary Mitne. That is correct, Mr. Courtney. And, as I say in 
this statement, the weapons system is not new to the Navy because a 
ship has always been a complete weapon system, with what you could 
call ground handling equipment and everything related to it. 

Mr. Courtney. Well, you understand how the committee’s interest 
is aroused in this subject? The name suggests a relaxation or if you 
please a delegation of responsibility in the contracting field. The pur- 
pose of this inquiry and of this particular question addressed to you 
is whether or not the Navy has actually changed in fact its assumption 
of responsibility by any delegation. 

Secretary Mitne. No, sir; it has not. 

Mr. Courtney. Other than for assembling the product into one 
operational whole. 
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Secretary Mitne. And we also say, Mr. Courtney, that there is no 
one best way of doing it. For example, as I cite the case of Polaris 
where we had a crash program. We had to telescope our planning, 
that is our production by 3 years, and we set up a special procedure, 
which you have been briefed on by Admiral Raborn, and others. 

Mr. Courtney. Yes. | f sae. 

Secretary Mine. But it hasn’t changed the basic principle. 

Mr. Courrney. But so far as that system is concerned, taking the 
Polaris as what you would describe as Navy’s weapons system, never- 
theless within the scope of that system or within its confines you have 
not at any time delegated your Navy responsibility ¢ 

Secretary Minne. That is correct. 

Mr. Courtney. And it remain the same as it did under the present 
regulations ¢ 

Secretary Mitne. That is right. 

Mr. Harpy. Mr. Chairman, could I follow up on that just to be 
sure I understand what we are talking about here. 

In your statement, Mr. Secretary, you said “Within the scope”’— 
“although the decisionmaking within the scope of a weapons system 
contract is the direct responsibility of the prime contractor.” Then 
the key to the extent to which the Navy has delegated its responsibility 
comes within the contract itself. I presume in some contracts you 

| have gone further than in others with respect to the scope of responsi- 
bility delegated tothe prime ¢ 

Secretary Minne. Yes, I think that is correct, Mr. Hardy. 

As I say, we have no one method. For example, in Polaris we have 
a prime contract with Westinghouse to make the tubes that go in the 
submarines. The submarines, themselves—some we are making in 
naval shipyards. Some contracts have been let to private shipyards. 

Propulsion systems are handled through the Bureau of Ships sep- 
arate from the contract for the submarine, itself. 

Mr. Harpy. Now, the Air Force would have taken the position based 
on their testimony with respect to complex contracts that they couldn’t 
doit that way because it was necessary to tie the whole thing together. 
But you have separated responsibility. 

Secretary Mine. That is correct, Mr. Hardy. 

Mr. Harpy. Among primes. And is it because of the cost factor 
oris it because of some other factor ? 

Secretary Minne. Well, it is partly the cost factor and partly be- 

vavy has a considerable “in house” capa- 


cause we have felt that the N 
bility and should not delegate the whole responsibility to any prime, 
however successful or able he might be. 

Mr. Harpy. So, then, you would disagree on fundamental policy 
with the Air Force? 

Secretary Mitnr. Well, I would rather not comment on the Air 
Force policy, Mr. Hardy. I am talking about the Navy policy. 

Mr. Harpy. I withdraw that conclusion. You don’t mind if I with- 
draw that ? 

Secretary Mirnr. No. 

Mr. Hiénerr. If you were still in the Office of Secretary of Defense, 
| then you could comment. 
| Secretary Minne. Yes, sir. 

Mr. Hénert. All right, John. 

40113—59 43 
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Mr. Courrnry. Mr, Chairman, I have no further questions on this 
subject. I wanted to be sure that was nailed down. 

Mr. Héserr. Mr. Gavin. 

Mr. Gavin. Well, I think this is a very fine statement. And jt 
sounds very well in theory, Mr. Secretary. But from what we haye 
been hearing from the General Accounting Office I would suggest that 
you check up to see if the system that you have outlined here jg 
operating in the practical, realistic manner which you think it should 
operate or we think it should operate. 

We can’t agree with everything that you say here: 


We are thus able to assure a well-integrated, well-managed procurement 


organization. A close coordination of our best technical, legal, procurement, ' 
comptroller, audit, and policy personnel in Washington provides a basis for | 


expeditious and considered action. 


After listening to these 14 cases here I think you better go back | 


and screen your weapons system technique to ascertain whether you 
feel that it is comparable with the statement that you made here 
today. Because in all of these 14 cases here—special report No. 1, 
“Inadequate review and evaluation of proposal.” 

Westinghouse Electric, No. 2, “Inadequate review and evaluation of 
proposal.” 

No. 3, “Inadequate review and evaluation of proposal.” 

No. 4, “Inadequate review and evaluation of proposal.” 

No. 5, the same. 

No. 6, the same. 

Nos. 7 and 8, “Same as above.” 

Nine and ten, “Same as above.” 

And 12, “Excessive price due to use of inappropriate contract 
form.” 

No. 13 is “Deficiencies in treatment of rent for Government-owned 
facilities.” 


No. 14, “Profit on rental expense of Government-owned facilities.” 


So, just like the Air Force weapons system technique—when I 
first heard of it with the Air Force it sounded like a program for 


coordination and elimination of overlapping and duplication and di- | 


rect management, and avoiding all complicated situations where you 
were going to handle it. But I don’t know, from what I hear, whether 
or not you are any further ahead than you were several years ago. 


Let me ask you this question. Supposing you have a weapon that | 


you are developing and there is a technical question comes up relative 
tothe matter. Does the man that you charged with the responsibility 
for developing that weapon have the responsibility for taking action, 
or does he have to come back to the Navy and then the Navy goes to 
several other departments, and the first thing you know there is a 
lapse of time involved to reach a decision / 

Who reaches a decision? Do you reach a decision or does the con- 
tractor to whom—the contractor who is developing that weapon! 
Who reaches that decision ? 

Secretary Mutnr. The final decision is made by the Navy, Mr. 
Gavin, and we feel it should be. 

Mr. Gavin. Then the contractor doesn’t have the responsibility. It 
isthe Navy's responsibility. 
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| Secretary Mine. He doesn’t have sole responsibility. And the 
Navy’s position, Mr. Gavin, 1s that we would no more grant this than 
| you would call in a builder and say “Now, please build me a house and 
it} When you get it finished come and tell me what it looks like. 
0 | Mr. Gavin. This sounds so well that I wonder why it doesn’t operate 
| better. When you come up with these cases here that have been pre- 
i$} ented to us, then I say your system isn’t operating in a satisfactory 
Md | manner. 
_ -Yousay here: 
It is firm Navy policy to seek assistance by Navy cost auditors and technical 
nt | inspectors in negotiating and repricing all contracts, large contracts. 
“a Well, what is the difference, large contracts or small contracts ¢ 
The American taxpayer’s dollars are involved, and all of them in my 
ck | estimation should be carefully audited, and men with experience and 
oy | ability screened carefully to do the auditing. 
a Secretary MILNE. That is What we say. 
1 Mr. Gavin. That is what you say. But when you hear some of 
’ | these cases, it doesn’t seem realistic. You don’t seem to have that 
of | particular type- Lisi 

Secretary Mine. No. But, Mr. Gavin, if I may say a word? I 

bring out in the statement that during the time, the 6 years that these 

| 14 cases occurred, the Navy purchased $40 billion worth of material. 

Now, the General Accounting Office has not limited its surveys and 

investigations to these 14 cases. I have no knowledge of how many 

they have handled, but it must have been hundreds, perhaps thousands. 

Because the GAO is working constantly with us. They have 40 peo- 
act | ple, approximately, living in the main Navy building. 

I have been traveling around to Navy installations, and I have never 
ned | been to one yet where the GAO has not been there, either there then 

orrecently. We are working constantly with the GAO. 
es” Mr. Gavin. I am glad to hear that. I disagree with that state- 
n [| ment, because from what I understand they only sampled 
for | Mr. Heserr. One hundred. 
die) _ Mr. Gavin. They only sampled—what percentage of actual cases ? 
you | Was it 1 percent ? 
fher = Mr. CourrNey. One percent. 

Mr. Gavin. One percent. And they come up with this. Suppos- 
that | Ing they sampled all of the cases, what would they come up with? 
tive | Secretary Mitne. We would be happy to have them do it, Mr. 
lity | Gavin. 
jon.) Mr. Gavin. So we would. 
sto | Secretary Minne. No. If I may finish? One and a half percent 
isa of the contracts that are placed by the Navy represent 90 percent 

of the dollars spent by the Navy. So there might very easily—and 
con- , Lassume they would pick the bigger cases, not only the little $5,000 and 
pon! _ $10,000 ones. 
| Mr. Gavin. Well, what I have been talking about is: Does the 
Mr. | Department of Defense have men in these positions negotiating con- 
tracts with the experience back of them to meet the situations and 
_ Jt | the problems that confront them? I wonder. I wonder whether or 
tot the personnel are screened to secure men of ability to meet these 
‘ situations and handle these situations. 


— 
m 
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Now, I would think, for your own protection—I would come up to 
Congress and say “We need 250 or 300 auditors. We haven’t the per. 
sonnel to carefully examine in detail all of these contracts, and if you 
insist we do, necessarily we will have to have additional personnel,” 

Then I would ask the Congress for an appropriation to put on that 
personnel. Because millions of dollars are involved here. And J 
don’t like to see it just handled indifferently. We should check, re- 
check, and doublecheck every one of these contracts. 

Secretary Miitner. Mr. Gavin, I can assure you that none of these 
things are handled indifferently. As we say in the statement, every 
contract over $300,000 is screened through the Office of Naval Ma- 
terial, under Vice Admiral Clexton. 

Mr. Gavin. It sounds to me like they weren’t handled in the man- 
ner in which I thought they should be handled. 

Mr. Hérert. Mr. Secretary, in connection with Mr. Gavin’s ques- 
tioning as to the adequacy and efficiency of the system as reflected in 
the personnel, of course I think you will be the first to admit that 
there have been instances where there has been a lack of adequate or 
efficient examination of the records by the negotiator. 

Secretary Mitne. We admit that, Mr. Hébert. 

Mr. Hévertr. Now, what do you do about it when you find that out? 
Do you go down to the personnel and check the personnel? Is he 
reprimanded or discharged, or you just say “It is one of those things”? 

Secretary Mine. Well, we try to broaden his experience by train- 
ing. It isn’t easy with civil service. It is not like business, where 
you call a person in and say “Now, sorry, you are all finished.” 

Mr. Hevert. Ifthe man isnot performing his duty, even civil service 
can’t protect them, as all-inclusive as those laws are. What the com- 
mittee would like to know is what action is taken by the Navy where 
it finds there is an inefficient or inadequate examination of the records? 

Zither a civilian or the man in uniform. What is done about it? 

The committee is deeply concerned about it because these things, 
apparently, from the information we have, and we can only go by 
the information which is presented to the committee, is that it is 
sloughed off. Nothing is ever said about it. It is one of those things. 
The other day Mr. Hardy asked for the names of the officers or the 
civilians in connection with a hundred-thousand-dollar contract. 

You asked that to be supplied ? 

Mr. Harpy. Mr. Winstead. 

Mr. Hépert. Mr. Winstead asked that to be supplied. Now what is 
done about it ? 

Secretary Mitne. I suggest Admiral Clexton reply to what has been 
done, because he has had a continuing experience in this that I haven’t 
had personally. 

Mr. Hérert. It is very important. 

What do you do about it? If somebody in my office makes a mistake 
T call him to task. If somebody in private industry makes a mistake, 
I am sure the head of the company calls him to task. But just don’t 
slough it off. 

Admiral Clexton ? 

Admiral Ciexton. We don’t slough it off, Mr. Chairman. 

I think the problem (1) is of training and an examination to see 
that we follow the policies and procedures of the Navy, and feed in 
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new and experienced people. And most important to me is that no 
one person in the Navy makes a contract. 

We have a team effort, of the contracting officer, the negotiator, the 
technical people, the legal people, the inspection and audit people, and 
all our contracts have gone through this system. 

If the system fails, then they have all failed to that extent. But 
I wish to emphasize that no one person can make a contract in the 
Navy. ; ; 

Mr. Héserr. Well, Admiral, if you are at sea and you have your 
chain to your anchor and there is a weak chain in that anchor, do you 
say the whole system has failed or do you replace that weak link in 
the chain ¢ 

Admiral CLexton. We have replaced people, and we have improved 
our system almost on a daily basis. But you can never get it abso- 
lutely foolproof. We have set up what we hope is a foolproof system. 

The General Accounting Office has indicated that during the Korean 

eriod we had 14 cases which they feel are improper. We agree in 
most of those cases. 

Now we let a million contracts a year, Mr. Chairman—1 million con- 
tracts a year, for about $6 billion a year. And we feel, with that very 
great workload that the minor amount of cases that have come up are 
very small and probably indicate that we do a very good job of con- 
tracting in the Navy. 

Mr. Gavin. Would the admiral yield at that point ? 

Admiral CLexton. Yes, sir. 

Mr. Gavin. But as I pointed out, a very, very small percentage of 
these thousands of contracts you are talking about have been sampled. 
How they reached the ones that they did I don’t know. 

So let us not say that because there are only 14 cases—and as was 
pointed out, only 1 percent of all the contracts. They all ought to be 
scrutinized. They all ought to be audited. 

However, they haven’t. Maybe there are many other cases tha 
we don’t know about. 

Admiral Ciexron. Mr. Gavin, I can assure you that the 40 people 
who live right in the Navy Department with us, with our contracting 

eople, look at every contract that is going through. And if they 
fel there is something wrong with it, which they spot in the De- 
partment, they then have their field people look into it. They have 
looked into these contracts over a period of 2 or 3 years. 

You will note in the report the time between the letting of the con- 
tract and the finishing of the contract. In many cases the report 
came out somewhere between 2 and 4 years later, showing a very 
searching inquiry. 

Mr. Hérerr. Admiral, do you know—do you recall offhand of one 
individual who was dismissed or called on the carpet for lack of 
efficient operation ? 

Admiral Ciexton. Yes, sir. 

Mr. Hésert. How many would you recall? 

Admiral Ciexron. Well, I can recall one directly. I have been in 
this job 8 years, and I can recall one directly. 

Mr. Hérerr. Only one? 

Admiral Ciexron. Only one. 
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Mr. Héserr. That is a mighty efficient organization that has on] 
one—that has one called to your attention. I would imagine it jg 
almost a perfect organization. 

Admiral CLexton. We might ask the bureau chiefs. This one came 
to my attention. 

Mr. Héserr. To your attention ? 

Admiral CLexron. Yes, sir. 

Mr. Héserr. Of course, you can’t answer for them. I mean just 
as to your own knowledge. 

Admiral Crexton. If they have any others, it might be a good 
idea for them to speak up at this time. ‘ 

Mr. Hésert. We will ask the bureau chiefs. 

Admiral Crexron. The one I am thinking of is in the Bureau of 
Ships. 

Admiral Moore. I am Admiral Moore of the Bureau of Ships. 

This is one of the cases that is going to be taken up in the executive 
session, sir. 

Mr. Heépert. But action was taken in that particular case ? 

Admiral Moore. Yes, sir. 

Mr. Héserr. How about Yards and Docks? 

Admiral Moore. Not as a result of that, but it is closely related to 
it. Wecan discuss that matter later, sir. 

Mr. Hésert. Allright. Bureau of Yards and Docks? 

Secretary Minne. Yards and Docks isn’t here. 

Admiral Ciexton. They are not here. We have Ordnance and 
BuAer. 

Mr. Hésert. Well, the other two chiefs. 

Secretary Mitne. Admiral Dodson. 

Admiral Dopson. Admiral Dodson, Bureau of Aeronautics. 

My contracts officer advises me, sir, that during the period of his 
tenure in the Bureau of Aeronautics there has been such action in two 
cases that he can remember. 

Mr. H&épert. We have three, now. 

Bureau of Ships? 

Admiral Stroop. I am Admiral Stroop of the Bureau of Ordnance. 
I can report three cases in a period of 4 or 5 years. This is infor- 
mation just available here. 

We will be glad to go into this and provide more detail if you would 
like. 

Mr. Harpy. Mr. Chairman, you might ask whether these were all 
civilians. 

Mr. Héevert. Were they all civilians? 

Admiral Stroop. That is right. 

Mr. Héserr. All civilians? 

Admiral Srroop. In my bureau; yes, sir. 

Mr. Héserr. None in uniform ? if 

Admiral Donsox. The Bureau of Aeronautics cases were both civil- 
lans, SIr. 

Mr. Henerr. All civilians there. 

Don’t you see, gentlemen, the position in which the committee finds 
itself? If this system is so perfect that there are only these rare 
cases, out of these millions of contracts that are handled, as you in- 
dicate—only a total of six cases, well, it is hard to understand or 
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reconcile how these cases would come up before the committee. And 
keep in mind that this is a sampling job that GAO has done. They 
admit readily they do not do an overall job, which would be utterly 
impossible. ; “rm 

Now I think in the Navy situation it was brought out that of the 
100 cases examined—and these are loose figures but certainly close 
enough to be accurate for the purpose—23 incidents were found, that 
js, 23 percent were found, which were brought to the attention of the 
committee, and a total of 41 percent, or 41 of the 100 cases which were 
of an insignificant nature, but certainly the seed of the inadequacy will 
be planted. It was evident. 

Now we can’t reconcile the matter of these figures against the facts 
as presented to the committee. The General Accounting Office has 
testified that when these matters were brought to the attention of the 
Navy, that the Navy insisted its system was all right. 

Now, as Mr. Hardy pointed out the other day, if the system is all 
right, then the personnel is inadequate. It can’t be both—it could 
be both, but it has to be one or the other. 

And I would like to know exactly what the attitude of the Navy 
is concerning its reply, that the svstem is all right and the rules are 
called to the attention of the individuals from time to time. 

Mr. Gavin. Would the gentleman yield ? 

Mr. Héverr. Yes. 

Mr. Gavin. Permit me to answer it, because Mr. Milne says here: 





There is much discussion concerning the competence of our negotiators. All 
the bureau chiefs assure me that, all factors considered, Navy negotiators are 
an able group, dedicated to the best interests of Government. With few ex- 
ceptions, I feel reasonably certain that they measure up well with industry. 

Mr. Heéserr. Do you have any comment on that, Mr. Secretary ? 

Secretary Miune. I believe that to be true, Mr. Chairman. There 
is one thing I think we are missing, Mr. Chairman, and that is that 
the contracts under question were negotiated during the Korean 
emergency, when we were expanding at a terrific rate. 

Now we don’t say that the system was perfect then. We don’t say 
it is perfect today. What we do say is that it is vastly improved. 

Now if I may give you an illustration: When I was in the Assistant 
Secretary of Defense’s office, every Thursday morning Mr. McGuire 
meets with the three Materiel Assistant Secretaries at breakfast. We 
still do. Once a month the ASPR Committee, who are working on 
the armed services procurement regulations, comes in before that body 
and gives a report of the improvements it is making, the cases it is 
working on. When they get cases that they can’t resolve, they are 
brought to that. group of the Assistant Secretary of Defense, and the 
three Assistant Secretaries for decision. 

And I can assure you there is hardly one of those morning meetings 
that something isn’t up for discussion to improve and tighten up on 
the procurement regulations, not only in the Navy but in the whole 
Department of Defense. 

Now we would be silly to contend that it is perfect yet. It never 
will be, But we do say it is vastly improved over the situation that 
existed at the time these things happened. 

Mr. Hénerr. Well, of course, then, the answer that we can get to 
the question at this time is to wait until the GAO audits some accounts 
that have happened since the Korean emergency. 
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Mr. Harpy. Now, Mr. Chairman. 

Mr. Hepsertr. Yes, Mr. Hardy. 

Mr. Harpy. I think maybe we ought to point this out. 

Now according to the list that we have here before us, some of these 
contracts which the GAO has reported on—date of contract begins 
in 1950 and some of them go on through 1956. 

Now as to the date of completion of the contract, there is one of 
them that is not even finished yet. There is one of them that is y 








for renewal in June of 1959. I don’t know whether it has been | 


renewed or not. 

But in any event, several of them—lI don’t see any of them that 
were completed before 1954. Most of them were 1955, 1956, 1957, 
and 1958. 

Now the deficiencies which the General Accounting Office pointed 
out—and this is the thing that disturbs me—were apparently con- 
tinuing right up to the time that the GAO made its audit. In most 
cases the contract was still going on. And the thing that I am con. 
cerned about is the fact that the Navy apparently, having had its at- 
tention called to deficiencies by the General Accounting Office, either 
did nothing about it or tried to excuse me. Now that is the testi- 
mony we have had. 

If it is incorrect, then it ought to be corrected. But I am disturbed 
about the attitude of the Navy. And in every one of these things, or 
practically every one that I can recall, the indication was—the Navy 
said: “Oh, we got regulations which are ample.” They passed if off 
with that. If the regulations are ample, then your people that are 
carrying out the regulations were not living up to their responsibil- 
ities and the Navy didn’t do anything about it. Now it is just as 
simple as that, Mr. Secretary. And notwithstanding your protesta- 
tions of what the Navy is trying to do, the evidence here does not 
support your statements. 

Secretary Minne. Well, I don’t quite see how we can get over our 
point, Mr. Hardy. 

Mr. Harpy. No, you can’t get over vour point, I don’t think, if 
vour point is that the Navy’s system is fine and that you try to make 
a correction whenever you have an indication that something is 
wrong, because that certainly doesn’t comport to the information we 
have. 

Secretary Mitnr. No; but I said previously, Mr. Hardy, we don't 
contend that it is perfect. And I will be quite frank in saying that I 
think it was unfortunate that some of these things were dealt vis-a- 
vis the General Accounting Office in the way they were. 

And I would hope that in future we will not have this lack of com- 
munication, which has brought this thing to the present state. 

In other words, that we will be able to sit down, as we do on many 
of the reports, Mr. Hardy—we get reports from them every week. 
They send us a preliminary report, and our job should be to sit down 
as reasonable men with them and either explain—admit our errors if 








there are errors, or convince them we are right if we are right. Now, 
we failed to do that in these 14 cases. 

Mr. Harpy. Mr. Secretary, if that were done, you wouldn’t have 4 
word of complaint out of me. It is the failure to do that that really 
impresses me. And I am concerned from that standpoint. 
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It isn’t to be expected that you won’t have errors. But it is to be 
expected that you will try to correct them, and instead of trying to 
excuse somebody, whether he is a civilian or in uniform—if he has 
done wrong, then he ought to have to account for it. And, frankly, 
[don’t think that the evidence before us indicates that that has been 
done. 

Mr. Gavin. Would the gentleman yield ? 

Mr. Harpy. I am through. 

Mr. Gavin. When the GAO enters a protest on some particular 
contract, the Navy usually comes back and says “Yes, we quite agree 
with you. However, we have certain rules and regulations that sus- 
tain our position and therefore we feel that we are justified in the 
position that we take.” ‘That is about the whole sum and substance of 


It. 

When they get a complaint from the GAO, the thing to do is to 
admit it and go correct it, and never mind trying to sustain it or offer 
any rules or regulations that the Navy may have to relieve the 
situation. 

Secretary Miune. Mr. Gavin, I have just said—and I am completely 
sincere about it—that the Navy’s handling of these 14 cases vis-a-vis 
the GAO was bad. And I would hope that in the future—and we are 
doing it in many, many cases. 

As I say, we get many reports that never get to the committee be- 
cause we are able as see, 8 men to satisfy them that what we are 
doing is right or we are taking corrective measures. And that, so far 
as I have anything to do with it, will continue to be the policy of the 
Navy. 

Mr. Gavin. I am glad to hear you say that and not try to cover 
anything up. When it is wrong, or a mistake has been made, say 
“Yes, we recognize it and in the future you have our assurance there 
will be nothing left undone to see that such situations are corrected.” 

But, no, the Navy comes back and says “We have rules and regula- 
tions that sustained our position.” 

Mr. Heéperr. Mr. Secretary, a specific case I would like to have 
your reaction on. It was testified by the GAO that the Phileo Corp. 
had the use of $1,200,000 of Government money interest free for 3 
years. And when referred to the Navy the Navy referred it to a 
committee. Now it is in study. Some people are indicating that the 
interest rates should go up on Government bonds and Government 
money. Well, Philco enjoyed $1,200,000 at no interest rate and is 
now enjoying the use of that same money while the committee 
studies it. 

Do you have any comment on that ? 

Secretary Mitnr. May I ask Admiral Dodson, the Assistant Chief 
ofthe Bureau of Aeronautics, to speak on that ? 

Mr. Hitserr. Yes; certainly. 

Admiral Dopson. Admiral Dodson, Mr. Chairman. 

This is a rather complicated contract. It was a contract let during 
the Korean period by the Bureau of Ordnance. Later, there was a 
transfer of cognizance of the equipment involved, and the Bureau 
of Aeronautics now has cognizance of this technical equipment as 
well as the contract administration of this contract. 
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The terms of the contract provided that the prime contract was 
redeterminable only after Philco redetermined two particular sub. 
contracts in which this $1,400,000 overpayment was involved. 

There were delays both in the Navy, which we must admit, and 
in Philco, in the prime contractor redetermining costs on his sub, and 
it is true that they had this excess amount for a period of about 
3 years. 

Mr. Héperr. They still have. 

Admiral Dopson. We have recovered the amount, Mr. Chairman, 

Mr. Heésert. You have recovered it, Admiral ? 

Admiral Dopson. The $1,400,000 has been recovered. 

Mr. Hérert. When did you recover it ? 

Admiral Dopson. It was recovered in the final redetermination 
with Philco. 

Mr. Héserr. When was that? 

Admiral Dopson. I believe the recovery was in late 1957, Mr, 
Chairman. I would have to verify that. 

Mr. Hépverr. Well, that is at variance with the testimony of the 
GAO. So we will have to check to find out the accuracy of that, 
Because the GAO testified here that for 3 years, which would bring 
it to 1956—which was certainly after the Korean situation, after it 
had passed, and it was now referred to a committee of the Navy which 
now has it under study. 

Admiral Dopson. This contract, letter contract, was let in 1952, It 
was converted to a fixed price contract, with this redeterminable fea- 
ture, in 1954. The contract has run out. This amount was recovered, 

Mr. Heésert. Was the interest recovered? Any interest on that 
money ? 

Admiral Dopson. The interest was not recovered, sir. We have no 
legal basis under the terms of the contract to recover anything other 
than the excess cost. 

Mr. Héverr. Well, of course, your testimony, Admiral, is that this 
matter was closed in 1957. The committee will, of course, ask the 
GAO to reconcile its statement. 

Mr. Gavin. Would you yield at that particular point ? 

Mr. Héperr. Yes. 

Admiral Dopson. Mr. Chairman, may I correect—— 

Mr. Héperr. You have something else to sav, Admiral ? 

Secretary Mitnr. Yes, the Admiral would like to finish. 

Admiral Dopson. Mr. Chairman, may I correct my statement? I 
have some verification of the date on which this was settled. 

March 1958—the money was recovered at that time. 

Mr. Hévertr. Then 3 years prior to that would have been 1955, 
The Korean emergency was still over. 

Mr. Courtney. Not officially. 

Mr. Héserr. Of course, not officially. The services know that well 
enough. They are operating under the Korean emergency now in 
evading the procurement laws. 

Admiral Ciexton. Mr. Chairman, I wonder if I could sketch a case 
of this sort to bring out this point that you are talking about ? 

During the Korean conflict, when a great many of these cases were 
started, we did not have firm specifications for the items we wanted. 
Contracts were made with, say, the Philco Co. for an item and the 
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cost was $100 as a target price, to be redetermined at 40 percent of 
the contract completion. 

They started to work on this project, and they were able to make 
it for $90 instead of $100. Therefore, every time we received one of 
these items they were paid $100 for an item that it cost them $90 
to manufacture. 

Mr. Heserr. That wasa progress payment, you mean. 

Admiral CLEx'ron. Progress payments; that is correct. 

This resulted in their accumulation of money in their treasury 
which rightfully belonged to the Government and would at the re- 
determination point come back to the Government. 

Now, in 1955 this became evident to the Navy, and we set up—almost 
the day that we found out the large amount of money involved in 
this—a system to recapture this money, even though the contracts re- 
quired us to pay it. We sent a dispatch out to all our contractors 
in which we said we would give them only the cost that they had in- 
curred plus 5 percent. 

Later, about 6 months later, the Department of Defense made this 
a Department of Defense policy and recaptured this money. 

The contractor did not have to give this money back under any 
condition of the contract until the redetermination point. Many of 
them gave it back. Some did not. 

All new contracts were given the new clause, so we never paid any- 
body more than their actual cost plus 5 percent. 

Now, this case of Philco is one of that type, sir. And I thought 
the description of this system would help us understand the problem. 

Mr. Héperr. Now—you want to ask ? 

Mr. Gavin. At that particular point, do you mean to tell me, then, 
that the Navy is not making any progress payments to contractors on 
any particular weapons or equipment ? 

Admiral CLexton. On one of these price redeterminable contracts 
we only pay them the cost plus this percentage. Never more than 
that. 

Secretary Minne. It is 80 percent, now on progress payments. 

Mr. Jones. Mr. Gavin, this is not a progress payment. This is 
when the end item is actually delivered 

Mr. Gavin. I realize that. But I say from what he says now the 
contractor is not getting any of the Government’s money to use. 

Mr. Jonrs. What we are pointing out is that under previous clauses 
under the contract, the contractor was paid the full amount of the 
item. 

Mr. Gavin. Yes. 

Mr. Jones. Which had been negotiated initially, and he acquired 
as the result of lower costs what his windfall working capital. 

Mr. Gavin. Yes. 

Mr. Jonrs. When this was discovered the policy was changed to 
the extent that as of this time when we enter into a contract we pro- 
vide that the contractor will be paid not more than his cost plus the 
original target profit. 

Now, this prevents him from accumulating the sort of windfall 
apital. 

Mr. Gavin. Yes. 
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Mr. Jones. Which was done in the Phileo case. And, as you know 
when a contractor has this in the bank he is a little more difficult to 
deal with than he otherwise would be. But we feel that is an illustra. 
tion of the progress that we have made with respect to policy and a 
situation which cures the problem indicated by the General Account. 
ing Office. 

Mr. Gavry. Having the Government’s money for use in operation 
of their business. 

Well, whoever conceived that idea, will you extend to him my gin- 
cere compliments, because he looks like to me like he is a practical, rea- 
listic businessman. You better bring him up to the head of the de. 
partment. What I am concerned about is what progress payments 
we did make and that the contractors have got. the Government’s 
money. So it takes 4 or 5 years to negotiate and renegotiate and re- 
determine. Al] the time they have the Government’s money, that they 
are using in the conduct and operation of their business. 7 

I am not talking about the Navy. I am talking about all of you 
now. 

The have the Government’s money. And how many hundreds of 
millions of dollars they have of the Government’s money, that they 
are using in their operation of their business, until the final settle- 
ment is made, is what concerns me. 

Have you any idea, Mr. Counsel, approximately? Would it run 
into billions, the amount that various contractors have been paid on 
various contracts which haven’t been redetermined or renegotiated 
and they still have the money ¢ 

What I would suggest, I would say to Philco: “All right, you have 
$1,400,000. Send us a check for it. And when we get this contract 
renegotiated and redetermined we will send you what you are entitled 
to, rather than taking our money and holding it for 3 years and using 
it to your advantage in the operation of your business. It doesn't 
belong to you.” 

I say that is the way I would have handled it. I don’t know what 
Philco would have said about it. 

Mr. Hésert. Mr. Secretary, I want to pusue one area now which 
is most important, and the committee is very much concerned about it. 
And that is the subject matter that came up the day before yesterday 
in the open hearings. And that is in case with the lack of cooperation 
on the par of the Navy to furnish certain records to the General 
Accounting Office. 

Now I want to know if that Navy position is based on the order 
issued by the General Counsel of the Defense Department refusing 
the General Accounting Office access to certain records, or is that the 
Navy’s position. Is the Navy merely following orders there, or is that 
the Navy’s position ? 

Secretary Minne. Mr. Chairman, we brought with us Mr, F, Trow- 
bridge vom Baur, our General Counsel, to speak to that. 

Mr. Hésertr. We have met Mr. vom Baur before. 

Mr. vom Baur. Mr. Chairman, may I respond to that, as best I can! 

Mr. Héserr. [ notice you qualified it. 

Mr. vom Baur. Well, I have learned to be cautious in these hear- 
ings, Mr. Chairman. I found it to be the best policy. ' 

In answer to the question you asked Secretary Milne, this is the 
policy of the administration, of the Department of Defense, and of 
the Navy. 
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However, when I say this is the policy, the policy extends only to 
advisory material within reports of an Min character within the 
Navy. All our official actions, directives, letters embodying official 
actions, everything is furnished to the GAO. 

The only thing that we have failed to disclose to the GAO—and 
this has taken place in only a very few instances—has been advisory 
material in these internal reports, consisting of opinions, conclusions, 
and recommendations. 

And I should like to point out that we have very carefully and 
very fully furnished all the facts, good or bad, contained in these 
reports to the GAO, and upon request also we do furnish them the 
action taken on these reports. 

Mr. Héserr. Well, now, what you have said is this: That this is the 
policy of the administration and the policy of the Navy. Now I ask 
you this question: Is it the policy of the Navy because of the policy 
of the administration ? 

Mr. vom Baur. Basically; yes. 

Mr. Hépert. So, in other words, it doesn’t mean that the Navy is 
in complete accord. The Navy is merely taking orders from the De- 
fense Department. 

Mr. vom Baur. We have no reervations about this, Mr. Chairman. 

May I add one other thing? We don’t even withhold this advisory 
material, the opinions, conclusions. and recommendations, unless in 
our opinion in a particular case the disclosure of this advisory ma- 
terial would tend to interfere with our obtaining of candid advice to 
help us with our program of improvement and reform within the 
Navy, or would interfere with what we call the decision-making 
process. 

Only if in a particular case we feel that the disclosure of this ad- 
visory material, opinions, conclusions, and recommendations, in in- 
ternal reports, would interfere with the obtaining of candid advice 
to help us with improvement and reform, or with the decision- 
making process, do we fail to disclose it. 

Mr. Hézerr. Of course, that censorship is exercised by the Navy. 

Mr. vom Baur. Well, it is ourselves who decide whether or not to 
furnish it. 

Mr. Hiverr. That is correct. The censorship—maybe what you 
would consider not to be a fact the General Accounting Office would 
consider to be a very pertinent fact. 

Mr. vom Baur. We have given them very, very fully all the facts 
inthe very few instances which have arisen. 

Mr. Hénerr. The General Accounting Office testifies that it failed 
to receive the cooperation. I don’t know what significance is to be 
placed on it. Isn't it a fact that this resistance came only after this 
committee began to expose some of these contracts? Up to that time 
the General Accounting had no difficulty at all, and it received no 
resistance, but strangely enough—and I am sure it was purely co- 
incidental. There was nothing connected with this committee’s ex- 
posures at all. That all of a sudden these books are closed. 

Mr. vom Baur. Could I be heard on that, Mr. Chairman ? 

Mr. Héperr. Yes. 

Mr. vom Bavr. I should like to say, first of all, that we have had 
over the years a very good relationship on the whole with the Gen- 
eral Accounting Office. In fact, I would like to go further than that 
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and say that in the Navy we have fancied at least that on the whole we 
have had an especially good relationship with the General Account- 
ing Office. 

Beginning, however, in 1956 I think it was, March 1956, the Gen- 
eral Accounting Office began to ask us for reports of this character, 
although never before in modern times at least, or so far as I know, 
had they asked for this particular type of report. And so far as ] 
know, I do not believe that these new requests bore any relationship to 
the work of this committee. At least, if they have this is the first I 
heard about them. 

Mr. Heserr. That is why I say it is purely coincidental. We are 
not to assume that anything is connected with these exposures. 

Mr. vom Baour. I don’t know how the dates would fit. There is no 
connection at.all as I see it. 

Mr. Héserr. The dates fit in because that order was written by the 
Defense Department in July of 1958, after this committee had started 
these exposures. 

Mr. vom Baur. But the requests of the General Accounting Office 
for this type of material began I believe in 1956, 2 years prior thereto, 

Mr. Heserr. But this committee was then in the course of present- 
ing these cases. 

Mr. vom Baur. There is another thing, if I may mention it, Mr. 
Chairman. 

I am very doubtful personally that the General Accounting Office 
is seriously concerned with the three reports which I think were men- 
tioned to you the other day. One has to do with the Military Sea 
Transportation Service. This was a report by the Office of Naval 
Material, headed by Admiral Clexton, having to do with procurement 
in the Military Sea Transportation Service. 

Then there were two others, one having to do with a procurement 
review of the Miiltary Petroleum Supply Agency, and some inspector 
general reports of the Bureau of Yards and Docks. We have given 
them, as I say, all the facts, good or bad, in these reports. For in- 
stance, in the Miiltary Sea Transportation Service report, we gave 
them verbatim some 180 pages out of 213 pages in the complete 
report. 

Mr. Heérerr. After you decided they should see only 180 pages. 

Mr. vom Baur. We gave them all the facts. The only material 
omitted were opinions, conclusions, and recommendations. 

Now, this question came up before the Moss committee, and I testi- 
fied before the Moss committee, and in my statement—and I think 
this appears at page 4126 of the latest volume of the Moss committee 
hearings—I offered to give them—I said the Navy would give them 
the action taken on this report and, of course, on the others, if they 
wanted it. But a certain amount of time has gone by and we have 
heard no requests from the General Accounting Office for the action 
taken on these three reports. So it is very difficult for me to see that 
they have any serious interest in getting more information about them. 

Mr. Gavin. Mr. Chairman. 

Mr. Hénert. Mr. Gavin. 

Mr. Gavry. If I am wrong, you or any member might correct me. 

I think that the GAO did say that when the preliminary examina- 
tions were being made there was some hesitancy on the part of the 
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Department of the Navy to give them such information as they 
desired. However, that attitude has been changed and—if I recall 
correctly, and correct me if I’m wrong—they were now receiving full- 
hearted cooperation. 

Mr. Hesertr. Not full. Only to the extent that they are barred 
from any specifics. And the order still stands of the General Counsel 
of the Defense Department. 

Mr. Gavin. Well, I concluded that there was now such cooperation 
which they didn’t have when they initiated it. 

Mr. Hépnerr. The testimany was, Mr. Gavin, I think that they were 
receiving 800 percent more cooperation than they previously received. 

Mr. Gavin. That is a pretty fair percentage, I would say. 

Mr. Héserr. It is a pretty fair percentage, but if you don’t find the 
victim you can have 999-percent cooperation and still don’t know 
what it is. 

Mr. Gavin. I agree with you. Just the same as these contracts. 
Whether they are large or small, they ought to be checked, rechecked, 
and doublechecked right down the line. 

I agree with you. Eight hundred percent. It should be 1,000 

ercent. 

Mr. Hesert. As long as there is a veil of secrecy thrown over any 
type of report that the General Accounting Office feels it should have, 
there is bound to arise a justified suspicion as to what is being deleted 
or what is being censored out of the reports. 

I do not think, for one, that it is a very healthy condition because 
Tam sure that the General Accounting Office wouldn’t be frivolous in 
its attempt to just read reports for the sake of reading them. But 
certainly what you call conclusions and action taken—if there was an 
action—against an individual who would be exposed because of some 
deficiency or inadequacy, the General Accounting Office should know 
that. 

Mr. vom Baur. Yes, sir; and we provide all the facts. And if that 
were part of the facts in the report, believe me, that would be part of 
what we have provided. 

Mr. Harpy. That would be your decision and nobody would be able 
to check it. 

Mr. Hérert. That. would be your position. 

Mr. Harpy. And I don’t think anybody in the executive depart- 
ment, or any other branch of Government, has the right to exercise 
a decision on his own which has the possibility of concealing mate- 
rial facts. Now, whether it does or not only you know. 

Mr. vom Baur. Well, Mr. Hardy, in all fairness, we do provide all 
the facts to the General Accounting Office. 

Mr. Harpy. That is what you say and I can’t question it. 

Mr. vom Baur. As I say, in a report such as this Military Sea 
Transportation Service report, when we furnish verbatim 180 pages 
out of 213 in the complete report, and then we never hear any further 
requests from the General Accounting Office for the action taken— 
ind I may point out that when we give the action taken on these re- 
ports we give the substance of the recommendations which have been 
favorably acted upon. I therefore naturally assume that since the 
GAO has failed to request the action taken on this report, they have 
no further interest in it. This is not anything more than really a 
“cardboard issue,” that is being presented by them to this committee. 
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Mr. Harpy. I am not going to try to read the mind of the Genera] 
Accounting Office as to why they didn’t make the request for the 
action taken. But I say this, that if you are going to decide what 
you tell them instead of giving them actual access to the material jt. 
self, then you are censoring the material and you alone know whether 
or not you have given them all the significant information. 

Now, I have a classic example of the type of thing that would be 
concealed under this procedure, which is now being employed. |i 
happened to me, back in the 8ist Congress, when we were making a 
study of the Maritime Commission. 

There was a communication between one of the Commissioners hay- 
ing to do with the construction of the SS United States, which ip. 
volved a subsidy of more than the 3314 percent. This was permis- 
sible by law without convincing evidence. 

One of the Commissioners who had to vote on that matter was out 
of town, and he wired in “I vote ‘aye.’ Wire me what convinced.” 

Now, that is the kind of information that could be concealed under 
your procedure if you saw fit to do it, and it is not the kind of in- 
formation that ought to be concealed from the public, nor is it the 
kind of information that ought to be concealed from the General Ac- 
counting Office. 

Mr. vom Baur. Could I try to answer that, Mr. Hardy ? 

Mr. Chairman, we do not mean to be captious or artificial about 
this. This you will understand is a difficult problem for the execu- 
tive branch, and this is a problem which has faced the executive 
branch since at least 1792, in General Washington’s time, President 
Washington’s time, as I am sure you know. And there is a consistent 
practice, a constitutional practice, I think it can be called, which has 
arisen, whereby when the executive deems that the disclosure of cer- 
tain material would be contrary to the public interest it is not dis- 
closed to the legislative branch. But this is something which is ex- 
tremely rare. And since there has been so much discussion about it 
this morning, I would like, again, if I may, to try to present the rea- 
sons for this because these are things which we do not do except when 
we feel there is a very good reason. 

Now I should like to mention them. The first reason is that we 
are charged in the executive branch under the Constitution with carry- 
ing out the business of the executive branch of the Government. And 
part of that responsibility is to try to improve things. As has been 
testified here this morning, we are not perfect. We are a large organ- 
ization. We do make mistakes. But, believe me, we are struggling 
all the time to try to improve things. We are anxious to learn when 
things are wrong. We have learned a great many things from the 
GAO, informally as well as formally, as to what is wrong with our 
operations. And we are trying constantly to improve things. 

Now in order to improve things we have to get the real dope or the 
real scoop, or whatever you want to call it, from people at lower levels 
in the Navy, if I may use that phrase, as to what is wrong, and to do 
that we have certain methods of inspection. We have an inspector 
general who represents the Secretary of the Navy, and who sends 
people down all through the Navy, and he talks with people all over. 
He says: “Now how are things going? Is there anything wrong! 
Open up and tell us.” 
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We have also in the Office of Naval Material a procurement review 
group, ably headed here by Admiral Clexton, which does this system- 
atically among the bureaus with regard to procurement. 

As I say, we are striving ourselves to uncover things which may be 
wrong. And we cannot do this, we cannot bring about reform and 
improvement ourselves unless we can get these people at lower levels, 
as 1 say, to open up and to tell us the real scoop, or the real dope, as 
to whether things are all right or whether something is wrong. 

Now if we are going to have to pass on their opinions—and this is 
the material which we on these rare occasions do not pass on—then 
people, well, at lower levels, so to speak, in the Navy will know that 
whatever they say will have to be passed on to the GAO, appear in 
the pages of GAO reports, congressional reports, and the newspapers, 
and what will be the results?) They will decide 

Mr. Harpy. Now—— 

Mr. vom Baur. May I finish, sir? I would just like to wind up this 
portion, and then I will be free and you can jump on me if you want to. 

If they know what they tell us in confidence or semiconfidence—be- 
cause that is the nature of the disclosures we seek. If they know that 
what they tell us is going to be have to be brought out into the public, 
there is going to be one inevitable result, and that is they will tend 
to be more cautious and more restrained, they will tell us less and write 
for the record, or speak for the record, so they will not be drawn into 
controversy. 

Now if we are going to get candid advice, this is the keyword so far 
as 1 am concerned, so that we ourselves in the executive branch can 
try to bring about improvement and reform, we must be able to keep 
these internal communications of an advisory character to ourselves. 

Mr. Harpy. If you are through I would like to comment. 

Mr. vom Baur. I am through with the first leg of my statement. I 
want to go on eventually to interference with what I call the decision- 
making process. 

But I should be very happy to try to answer your question, Mr. 
Hardy. 

Mr. Harpy. In connection with what you observed here, you pointed 
out the responsibility of the executive branch for the making of im- 
provements. 

Mr. vom Baur. Yes, sir; I tried to. 

Mr. Harpy. It is the responsibility of Congress to try to see to 
it that the executive branch does make improvements. If we don’t 
get some of this information we are not able to determine where the 
weaknesses within the executive branch exist. Because we do have 
some legislative responsibility with respect to requiring reorganization 
and improvement of administration. 

Mr. vom Baur. Yes, sir. 

Mr. Harpy. I think you would agree with that, would you not? 

Mr. vom Baur. I do; and I may comment on that, Mr. Hardy. I 
do very definitely recognize the responsibility of the Congress and 
the great help Congress has been to us in helping us with our affairs. 

But we must bear in mind that if this candid advice which is given 
to us in confidence or semiconfidence is dried up, there will be very 
little or any of it which could even be passed on to Congress. So 
this is in your interest as well as in ours, that we continue to get this 
candid advice. 
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Mr. Harpy. That is the second aspect that I wanted to speak 
about. 

Now unless there is some reasonable relationship between the Con- 
gress and the executive branch so that there is a free flow of informa- 
tion, why we are not ever going to get along very well. 

Now to make the assumption in the first place that information 
which should be in the interest of good administration, which should 
not be made public, to make the assumption that it is made public the 
minute it is turned over to Congress, or the Comptroller General, you 
know is false just as well as I do. 

Mr. vom Baur. Well, very frankly, Mr. Hardy, our experience has 
been that if material goes to Congress it is very apt to appear in the 
pages of the congressional reports, and also in the newspapers. I 
think that is commonly known. 

Mr. Harpy. If you are suggesting leaks from the Congress I would 
suggest they are just as frequent from the administration as they are 
from the Congress. 

Mr. vom Baur. I am not suggesting leaks. I think this is basically 
the course of human affairs. ! 

Mr. H&serr. May I give you a specific example of an incident that 
happened in this very room? And it is in line with your reasoning. 
I think the last year or the year before last in an investigation of 
procurement policies, in which the Air Force was involved on a cer- 
tain contract, and the type of contract itself was under scrutiny, the 
general appearing for the Air Force listed to us all the things that 
were good about the contract. Fortunately, and unfortunately for 
the general and the Air Force, there came into our possession a docu- 
ment on which he was basing his statement, and the examination of 
that document, compared to the statement he was making, showed that 
he was only giving the good points of the contract and failed to give 
the comments about the bad parts of the contract. And if that docu- 
ment had not come into our hands we still wouldn't have known the 
criticism of that contract. 

Now there is a typical example of editing and censoring as to what 
we were to get. If we would have been placed in the position of 
taking the general’s testimony in its face value we would have under- 
stood that the Air Force thought this was a very fine contract and 
was the proper type of contract. But yet an examination of this 
document, which came into the hands of the committee, showed clearly 
that the critical part of the report was being refused the Congress. 
There is an example. 

Mr. vom Baur. May [answer that, if I may? 

Mr. Héperr. Yes. 

Mr. vom Baur. First of all, I cannot, of course, speak for the Air 
Force. 

Mr. H&éserr. No, no, I mean the specifics of it 





Mr. vom Bavr. Secondly, if you will examine the material which 
we have given to the GAO in these isolated instances in which we 
have not given the GAO opinions, conclusions, and recommendation, 
you will find that the facts good and bad are in there verbatim, be- 
cause we feel this is the only way we can operate. 

We recognize that in the executive branch we necessarily live in a 
goldfish bow] where we have to have the support of Congress, the 
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support and understanding of Congress, and of public opinion, or 
we are going to be in serious trouble. This is the way our system 
of Government operates. 

And the result is: Our life is pretty much an open book, except for 
these very, very rare cases. As has been stated here this morning, 
there are some 40 people from the GAO combing through our files 
and documents all the time, and I think in all fairness that the GAO 
jsmuch too modest about the scope of their work. They talk about 
asampling of 1 percent. I am sure I don’t know what 40 people are 
doing in our operations all the time if they are just going over 1 per- 
ent of the contracts. They live with us. They know virtually 
everything we are doing. Our life is an open operation, as I say, Mr. 
Chairman, except for these rare instances. 

Mr. Henerr. It is an open book, sir. Instead of a goldfish bow], I 
would say a bird cage, because you draw the curtain at night and 
don’t let anybody see what is going on in the cage. 

Mr. vom Baur. May I answer that? 

When you consider the hundreds of thousands of documents we 
have in the Navy which are combed through by the GAO day in and 
day out, and which are being given freely and graciously to Members 
of the Congress and the GAO, and we have something like three in- 
stances out of this vast amount of material which we are giving to 
GAO and to the public all the time, it is really very, very small 

tatoes. 

Mr. Herr. Let me ask you this question in another specific case: 
Do you think the Navy should make available to this committee in 
particular, which is interested in this particular problem, a letter or 
letters written by the Navy Department to the Attorney General of 
the United States? Do you think that information should be given 
us? 

Mr. vom Baur. Mr. Chairman, may I say first of all it is extremely 
dificult for me to discuss something in the abstract, in the absence 
of the complete facts. 

Second, may I say this: There is a complete difference between our 
policy with regard to what should be given to GAO and what we give 
to Congress directly. 

Mr. Heéserr. All right. 

Mr. vom Baur. These questions are passed on personally by the 
Secretary of the Navy, and I cannot express an opinion as to what we 
do in a particular case. 

Mr. Hénerr. You are expressing a lot of opinions now. 

Mr. vom Baur. [am doing my best, sir. 

Mr. Hénerr. I know. I wouldn’t use my own phrase. 

Secretary Minne. We ean go off the record, Mr. Chairman. 

Mr. Héverr. When we get down to that situation, then you back 
off and say, “Now, wait a minute.” 

I will give you specifics. I don’t believe in dealing with generalities. 

Mr. vom Baur. As I say, sir, only the Secretary of the Navy decides 
these questions, personally. It is not up to me to decide. 

Mr. Hérerr. All right. The Secretary of the Navy didn’t decide 
this question personally. This committee asked the Navy only 2 
weeks ago for a list of cases—in another hearing, and not this hear- 
ing, for a list of names of people who had been certified to the At- 
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torney General for possible prosecution under the conflict of interest 
statutes. The Navy prepared that statement. But before it got over 
here, the Defense General Counsel—who seems always to bump up as 
a stumbling block—deleted these names and refused to give them 
to ~ committee, because of a certain whimsy of his. 

Now, I don’t think that bears out the full cooperation. The com- 
mittee sent back the letter to the Navy and told them it was worthless, 
And it was. 

The same happened in the case of the Air Force. It didn’t hap. 
pen in the case of the Army because we got the letter before the 
Counsel for the Department of Defense found out what was going on: 
now, certainly we had no intention of releasing these names. "This 
is a responsible body. This is a responsible committee. There is a 
typical example of withholding information, which we have. We 
know the information. But we like to get it in the proper—as the 
military would say “through channels”—if we can. If we don’t get 
it through channels, we will get it. ; 

Mr. vom Baur. Could I speak to that, Mr. Chairman. 

Mr. Héserr. Oh, you are going to speak to this one, now? 

Mr. vom Bavr. First of all, I cannot speak for the Department of 
Defense, but I can say that certainly from what I know about it the 
Navy has the greatest respect for this committee and has every desire 
to cooperate with it. 

I think the instance you mentioned is certainly a very, very rare 
instance when I consider all the occasions which we have had before 
us. 

Mr. Heéperr. It is only in rare instances the issue is raised. It is 
like in polities. Religion is no issue, until the issue is raised. 

Mr. vom Baur. Right. 

Mr. Héserr. Naturally, you can say it. I think the Navy wanted 
to cooperate. I know the Navy wanted to cooperate. But the point I 
am making again is that the General Counsel of the Department of 
Defense is the stumbling block and has been a stumbling block ever 
since he has been in office. I understand he has resigned. 

Mr. Gavin. Would the gentleman yield ? 

Mr. Héserr. But that isthe point | am making. 

Mr. Harpy. Who has resigned ? 

Mr. Héserr. The General Counsel of the Defense Department. But 
he is still there as a consultant. You can understand the problems. 

As I say, they are not issues until they come up. So to make these 
grandiose statement about “Oh, we will give you everything”—you 
will give us everything until we want something. 

Mr. vom Bavr. There is a line beyond which we cannot go on some 
of these things, Mr. Chairman, as I tried to point out. 

Mr. Courtney. Is that the Defense Department ? 

Mr. vom Baur. I am speaking only for the Navy, believe me. 

Mr. Covurrney. Is the line at the Defense Department, is my 
question ? 

Mr. vom Baur. No, sir. The line is governmentwide in the execu- 
tive branch, Mr. Courtney. As I say, there is this long practice of 
isolated instances, since 1792, in which on these relative y rare oc- 
casions documents have not been disclosed because it was not consid- 
ered to be in the public interest to do so. 
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Mr. Courrney. In the specific case will you accept the fact that the 
Navy Department received its guidance in the instance to which the 
Chairman just referred from the Department of Defense on specific 
instruction ¢ 

Mr. vom Baur. No, sir. These were decisions which were basically 

made by the Navy, though with 

Mr. Courrney. No. 

Mr. Heéverr. No. The Navy made another decision. 

Mr. Courtney. I am talking about the instance that the chairman 
referred to. 

Mr. vom Baur. Oh. 

Mr. Courtney. In which the committee requested and the Navy 
was about to furnish. 

Mr. vom Baur. I had no connection with that, Mr. Courtney. I 
have nothing to say. 

Mr. Courtney. Then I won’t pursue it. 

Mr. Gavin. Would the chairman permit me to ask a question? 
Are you through, too? 

Mr. vom Baur. Yes, sir; I am. 

Mr. Gavin. This statement here is an excellent example of what 
you are talking about, this statement of Assistant Secretary Milne. 
It is well pre yared, I will say that. 

You are telling us just what you think you want us to accept. And 
there are $12 billion worth of differences here on these contracts. 
You don’t speak much about the contracts that we are particularly 
concerned about. You go on to tell us that “the Navy is well inte- 
grated. A well m: :naged procurement organization, close coordina- 
tion, the best technical and legal procurement, comptroller, auditing 
and ‘policy personnel in Washington provides a basis for expeditious 
and considered action.” You are just pitching to us what you would 
like us to hear and what you would like to say. 

If it had been me, I would have come along the line and said, “We 
have made some very grave errors here. We realize we should have 
examined these contracts with more care than we did. We certainly 
are going to investigate every phase of our weapons system tech- 
nique,” which seems to reach the height of perfection. But it hasn’t 
reached such perfection that I can see yet, this system. Did the 
Army have a weapons system technique? I don’t know. 

I would think that you should kind of admit that there are some 
situations that have developed within the branch of the service that 
you are proud and honored to represent, to stay with the matters. We 
are proud of the Navy. You turned in a magnificent performance. 
Occasionally these things come up. We don’t ‘like them to come up. 
We would rather not have them come up, because the Navy has done a 
magnificient job. 

So if I were you, the next time you make a statement, stay with the 
issues that are before the House and don’t tell us about the weapons 
system technique and how good—— 

Secretary Miinr. May T explain—I am sorry, I didn’t mean to 
interrupt. But may I say something? 

When we put in this part of the statement about the w eapons sys- 
tem at the request of counsel—— 

Mr. Hénerr. That is correct. 
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Secretary Mitne. He wanted us to make a statement on the weapons 
system. 

Mr. Héperr. You were provident in putting it in. 

Secretary Miine. Insofar as the mistakes we made, I think I ap. 
swered adequately in the questions. We have made mistakes both jn 
these cases and in our dealings with the General Accounting Office jn 
relation to them. 

I also said in the statement that we have here the bureau chiefs 
concerned, and we are prepared to deal with any and all of these cases, 

Mr. Gavin. While you are right on that point, and in the future, 
when a mistake has been made, don’t have some branch of the Navy 
write a letter relative to the matter and say that “we have made a 
mistake. However, according to rules and regulations which appear 
on page blank, and so forth, we feel that we were justified in the posi- 
tion that we have taken.” 

Just admit the mistake and let it go at that. Don’t try to sub- 
stantiate it. That is what I meant. You will not admit that you 
have been wrong. , 

Mr. vom Baur. Could I say something on that, Mr. Gavin? 

Mr. Héserr. Wait a minute. 

Mr. Hardy has a question. I appreciate you want to comment on 
this, Mr. vom Baur. Let us get some questions in here. 

Mr. Harpy. Mr. Chairman, I have a couple of questions I want to 
ask the Secretary in connection with the statement. 

Before I do, though, there is one left over in connection with the 
counsel’s discussion of this matter of Executive privilege, if that is 
what it is. 

Mr. vom Baur. Yes, sir. 

Mr. Harpy. I don’t concede that such exists. But nevertheless I 
think that is what we are talking about. 

Now, you have obviously made quite a study of this subject. The 
first gentleman who operated under the Constitution of the United 
States was George Washington on the separation of powers. Can you 
tell us what George Washington withheld from the Congress ? 

Mr. vom Baur. Yes,sir. I will be glad to try. 

In 1792 there was an expedition called, I believe, the St. Clair Ex- 
pedition, headed by General St. Clair, which was a failure, and there 
was a big hullaballoo about it. I believe the Congress asked Presi- 
dent Washington for the correspondence which he had with General 
St. Clair—his instructions to him, and so forth. And I believe that 
President Washington declined to furnish that material on the ground 
which I have mentioned. 

Mr. Harpy. I am not sure that that is accurate. But, if so, did he 
conceal something that the public should have known ¢ 

Mr. vom Baur. I don’t think so. 

Mr. Heperr. He didn’t let the papers out. 

Mr. Harpy. He never let it be known, then, what actually happened. 

Mr. vom Baur. Now, you have raised another point, Mr. Hardy. 
What actually happened, everybody knew in due course, but these in- 
ternal communications which are preliminary to action, I don’t be- 
lieve, were revealed. 

Mr. Harpy. Then it is your statement that this contension of with- 
holding information from the Congress by the executive branch goes 
all the way back to George Washington himself? 
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Mr. vom Baur. Well, certain advisory material, yes; internal com- 
munications. 

Mr. Héserr. Are you through? 

Mr. Harpy. I am sure that I am not going to get through because 
J hadn’t realized that it went back to George Washington. 

Mr. vom Baur. If I could add one further word. 

Mr. Heserr. It had to go back to George; he was the first one. 

Mr. Harpy. I still don’t believe George Washington withheld any 
information from the Congress. 

Mr. vom Baur. Mr. Hardy, if I may, I should like to send you a 
copy of a memorandum written by the Attorney General which de- 
tails all the nuts and bolts, so to speak, of this long constitutional 
practice, and which I think gives the full story. 

Mr. Harpy. Which Attorney General was that? 

Mr. vom Baur. This was Attorney General Brownell. 

Mr. Harpy. I am not interested in that one. 

Mr. Chairman, I would like to get back to what I really wanted to 
inquire into. 

Mr. Gavin. This is a lawyer’s paradise. 

Mr. Harpy. Mr. Secretary, in your statement you said the Navy 
reviews all contracts in excess of $300,000, that is, that it is reviewed 
in the Secretary’s Office. Now, does that include subcontracts also? 

Admiral CLexton. No; it does not. 

Mr. Harpy. What responsibility does the Navy have with respect 
to subcontracts under a prime contract, under your weapons system 
management ¢ 

Mr. Jones. With respect to subcontractors under the weapons sys- 
tem concept, in the negotiation of the prime contract, if it is possible 
at that time to adequately analyze the subcontract and reach a firm 
price under the prime contract, this is done. If it is not possible to do 
so, then a different type of subcontract is entered into at the encourage- 
ment of the negotiator or at the requirement of the negotiator. 

This would be a redeterminable-type contract, which would then 
give benefit to the Government if lesser costs were incurred. 

Under all CPF F contracts, specific provisions are made with respect 
to the approval of subcontracts: Time and material subcontrats and 
CPFF subcontracts under CPFF primes, as well as a minimum, with 
respect to the fixed-price contracts that are entered into. And efforts 
are made to properly approve these subcontracts. 

Mr. Harpy. That is what I want to understand. What is the effort 
to approve subcontracts after a prime contractor has his contract? 

Mr. Jones. Under a CPFF contract, the specific requirements are 
for approval of CPFF contracts, time and material contracts, and 
usually fixed-price contracts in excess of $25,000, although this figure 
may be varied to suit the circumstances. Now, with regard 

Mr. Harpy. The Navy does reserve and does actually participate 
inthe approval of subcontracts in excess of $25,000 ? 

Mr. Jones. In CPFF contracts; that is correct. 

Mr. Harpy. All right; in CPFF contracts. 

How about negotiated fixed-price contracts ? 

Mr. Jones. In negotiated fixed-price contracts the Navy may in 
certain instances require approval of the subs, depending upon 
whether or not at the outset they are able to negotiate the subcontract 
insuch a manner as to make it firm. 
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In other words, if I can point out to you—you negotiate the prime 
contract, and under that contract are certain subcontracts. If those 
subcontracts can be settled at the time that the prime conract is ne. 
gotiated, they are settled. 

Mr. Harpy. Are all your subs, CPFF’s, under the weapons system 
concept—are all of your CPFF subs subject to price redetermination? 

Mr. Jones. Well, your CPFF contracts ed not be subject to re- 
determination because they are reimbursed at costs incurred. 

Mr. Harpy. What types of subs are subject to redetermination? 

Mr. Jones. The type of subcontract wherein the specification and 
drawings may not be firm enough for the component to come up with 
a fixed-price contract that would be realistic. In this instance, we 
would ask for a redeterminable type of subcontract. 

Mr. Harpy. Now, under those circumstances whose responsibility 
is it to see that the redetermination is made and recoveries that are 
due are made? 

Mr. Jones. It would be the responsibility of the prime contract, 
with the supervision of the negotiator or the contracting activity. 

If the prime contractor was unable to get adequate information on 
his own, we would be able to utilize the services of the Comptroller in 
this matter. 

Mr. Harpy. Then it is the responsibility of the prime contractor 
to make the redetermination ? 

Mr. Jones. Yes, sir. 

Mr. Harpy. Does the Navy have any responsibility with respect to 
that redetermination ? 

Mr. Jones. The redetermination would be reviewed by the con- 
tracting personnel, to determine whether or not the negotiation of the 
prime had been accurate and sufficient. 

Mr. Harpy. Well, if my memory serves me correctly—and I have 
been trying to run through some of these specific cases that the GAO 
brought in—but if my memory serves me correctly, one major point 
of criticism was that price redeterminable contracts were not re- 
determinable. 

Mr. Jones. I might point out in that regard that the price re- 
determination and incentive clauses have recently been revised. I 
think the comment of the General Accounting Office was primarily 
that current and accurate information at the point of redetermination 
was not actually utilized. 

The present clauses require that the prime contractor furnish ade- 
quate and accurate information to the contracting officer. If he does 
not furnish that information, then the contracting officer may with- 
hold payment until he does. 

Mr. Harpy. And the contracting officer does not necessarily have 
any basis on which he can determine whether the information sub- 
mitted by the prime is adequate and accurate ? 

Mr. Jones. The manner in which the contracting officer determines 
this is through the assistance of the auditing staff, through the assist- 
ance of the technical inspectors in the field, through the assistance of 
technicians in the Bureau, and such advice as may be essential from 
the legal people and others who will form a part of the negotiation 
team. 
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Mr. Harpy. I am inclined to think that that is the point at which a 

ood bit of your problem rests, that your procedures break down. 

Mr. Heéperr. May I ask one question on that point, Mr. Hardy ? 

Mr. Harpy. Yes; sure. 

Mr. Hépverr. I think the Secretary would be the one to answer this 
question. 

Is it the policy of the Navy, in contrast. with the testimony just 
given about this elaborate check—is it the policy of the Navy to accept 
the figures furnished by a contractor because of his reputation, with- 
out checking ? 

Secretary Miine. It is not the policy of the Navy, Mr. Hébert. 

Mr. Hézerr. It is not the policy of the Navy ? 

Secretary Mitnr. No, sir. 

Mr. Harpy. Then if a Secretary took that position it doesn’t com- 
port with Navy policy ¢ 

Secretary Mitne. Beg pardon? 

Mr. Harpy. If an Assistant Secretary took that position it wouldn’t 
comport with Navy policy ? 

Mr. Jones. Mr. Hardy, may I point out that the ASPR is cur- 
rently being revised to include a provision—— 

Mr. Harpy. I wish we didn’t rely so much on ASPR’s and rely on 
performance. 

Mr. Jones. I think sometimes you have to have the basis upon 
which you can take action. 

Mr. Harpy. Undoubtedly you do. But that isn’t much good unless 
we get performance in accordance with it. 

Mr. Jones. In this particular instance we are requiring contractors 
to provide a certification as to the accuracy and currency of the infor- 
mation which they provide in their proposal and in connection with 
that are pointing to the Penal Code insofar as the furnishing of the 
false information is concerned. 

Now, in the cases which were brought up by the General Accounting 
Office, I think it can be said that in one or two instances we did rely 
too heavily upon what we considered to be the integrity of the con- 
tractor, as it was later proved out. 

Mr. Héserr. That is the question I asked. But you have relied on 
the so-called integrity or assumed integrity of the contractors. 

Mr. Jones. I think in the instance—in one of the instances, that we 
did rely upon a statement of cost which was furnished by the contrac- 
tor probably to a greater extent than we should have relied; yes, sir. 

Mr. Hinerr. Then you were wrong in that instance / 

Mr. Jones. Later facts proved, sir, that we were wrong; yes, sir. 

Mr. Gavin. May I, Mr. Chairman—— 

Mr. Harpy. Just one more here. 

Mr. Heverr. Mr, Hardy. 

Mr, Harpy. I note, Mr. Secretary, that you referred to these 14 
reports and said that you had only received the final drafts of 6 of 
them since July 14. 

While that is accurate, isn’t it also true that the substance of all of 
these has been presented tothe Navy quite some time ago? 

Secretary Mitne. That is correct, Mr. Hardy, and we show that on 
the statement, when we had the preliminary report from the GAO. 
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Mr. Harpy. Isn’t it also true that actually the final reports, or what 
was essentially the final report, was submitted to the Navy for com- 
ment before they were prepared to send to Congress / 

Secretary Mitne. And I told you, Mr. Hardy, and I am sincere 
about this, that our handling of these 14 cases vis-a-viz the GAO was 
not good. There shouldn’t have been 2 years allowed to elapse until 
we got frozen into this kind of a position. 

Mr. Harpy. W ell, these, as I recall it, Mr. Secretary, are 14 out of 
23 cases that the GAO made rather extensive audits on, plus 19 addi- 
tional which they said were relatively minor and which had been 
handled directly with the Navy and were not reported to the Con- 
gress. 

So these 14 represent a pretty high percentage of the total number 
where they found major deficiencies. 

Secretary Minne. It is too high a percentage. I have said that. 

Mr. Heserr. Mr. Fisher. 

Mr. Fisner. Mr. Chairman, as one who serves in the outfield of this 
committee, I am glad at last to get in at least one question before 
the session ends. 

Mr. Heeertr. You will have full time, Mr. Fisher. The House is 
not in session today. Weare driving to an early adjournment. 

Mr. Fisuer. I assure you I won't delay the adjournment but 2 min- 
utes, and I will give the rest of my time back to you. 

I had two or ales questions that occurred to me in the last 1 or 9 
hours, that I would like to get answers to. 

Mr. Hésert. You will ates the time. 

Mr. Fisner. I have to leave at 12 o'clock. 

First, I would like to say that I have long been concerned, too, 
about reports of the withholding of information within the exec ‘utive 
department that might be of public interest, and which the public 
should know about it. But I would like to also say in that connection 
that the testimony of the General Counsel here this mor ning by and 
large has given me considerable reassurance, by explaining that no 
pertinent facts whatever have been withheld from GAO. 

You have stated that most of these contracts referred to by GAO 
were let during the Korean war. And I notice from the paper you 
submitted to the committee that I believe 11 out of the 14 were let 
during the Korean conflict. 

And you have also stated that you are dealing with some $40 bil- 
lion in total dollar volume of contracts that have been involved in 
this hearing. 

Are you in a position to estimate what percentage dollarwise of the 
14 cases referred to are with relation to the $40 billion ? 

Secretary Mitne. We haven’t that figure here, Mr. Fisher, but we 
will be happy to present it to the committee. 

Secretary Miinp. Present it for the record. 

Mr. FisHer. Well, you stated a while ago—I believe you said 1 per- 
cent of the total dollar volume constitutes, what was it, 90 percent of 
the contracts ? 

Secretary Minne. I said that approximately 114 percent of the con- 
tracts represent better than 90 percent of the total volume of the busi- 
ness placed. 
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Mr. Fisuer. Well, I was just wondering if you had any figures 
that might throw any light on the significance of the 14 so-called iso- 
lated cases, as to—— ‘ I 

Secretary Miner. We can and will, if you wish, add up these. 

Mr. Fisuer. As to whether it represents 114 percent or 90 percent 
or 50 percent, or whatever it is. If you have that readily available, 
why, I think it would be interesting to have, although it is not too 
important, if it is too much trouble to you. 

Secretary Miune. We will supply it to the committee, Mr. Fisher. 

Mr. Fisuer. You have also stated several times, and it is indicated 
in the paper you submitted, that in relation to each of these 14 cases 
you have made some recent policy changes that would pertain to the 
particular matter involved. 

What is your judgment about what would have happened if these 
policy changes had been in effect during the Korean war, at the time 
these contracts were let? Would most of that have been avoided ? 

Secretary Mrine. I would think that a great deal of it might have 
been avoided. 

Mr. Fisuer. Might have been. 

Secretary Mitne. But we were dealing with the actions of people 
and groups of people under tremendous pressure, If you put your 
mind back to the “shmazzel” we were in—I don’t know whether that 
word——— 

Mr. Fisuer. The point I am making is—you have quite a bit to say 
about the correction and the continuing revision of policies in an at- 
tempt to prevent occurrence of these things. Is it likely they will occur 
in the future or have you made changes that you think will prevent 
the recurrence of them and to what extent do you think that is true? 

Secretary Minne. We feel that the changes in policy—and as I 
said before it is a continuing revision and improvement—will cer- 
tainly tend to avoid this type of thing in the future. But I couldn’t 
say in candor that mistakes will not occur in the future, because we 
are dealing with fallible human people. 

Mr. Fisher. I understand that. I was just wondering—you have 
had quite a bit to say about the correction of policies to meet. these 
situations that have developed, and I am wondering whether they 
would recur again, the same or under similar circumstances, in view 
of the change in policies you referred to. How effective are these 
policies that have been changed ? 

Secretary Mitnr. Well, as I say, I was dealing with these policies 
during the 18 months or 17 months that I was in ASD, and I am 
confident that they are continually improving our position. 

Now we cannot guarantee that there will not be mistakes. But 
these things that I referred to, that we deal with in these meetings 
with Mr. McGuire and the other service secretaries, are generated 
in various ways. We find things that are wrong with ourselves. 
We find that we have to tighten up on these things. And most of 
them are self-generated. 

Now if the GAO comes up with suggestions for improvement, we 
deal with those sympathetically and we are happy, if they are 
valid, to make further changes in policy. And we do. 

Mr. Fisner. I yield back the balance of my time. 
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Mr. Héserr. I want to say to my colleague and friend from Texas 
that his commendable and laudable restraint is so unusual that the 
chairman didn’t recognize it. Well, I will just say the restraint js 
very commendable. But please act like they do in Rome when they 
are in Rome, and interrupt whenever you want to interrupt. 

Mr. Fisuer. Mr. Chairman, I am not much of an interrupter, [ 
prefer to see it as orderly as possible, and avoid repetition. It is 
quite all right to me. 

Mr. Hépsert. Which the Chair appreciates very, very much. It is 
refreshing. Mr. Gavin says it is very highly competitive on this 
committee. 

Mr. Fisuer. I am glad to know the chairman is refreshed. 

Mr. Héserr. Mr. Winstead. 

Mr. Winsreap. No. 

Mr. Gavin. Mr. vom Baur 

Mr. vom Bauer. It is close. 

Mr. Gavin. He had no hesitancy of getting in. I don’t see any 
reason why you shouldn’t participate. 

Mr. Héserr. Mr. Courtney, do you have further questions? 

Mr. Courtney. I have a question I would like to address to the 
Secretary. 

Mr. Secretary, the percentage of negotiated contracts in the Navy 
are substantially 90 percent of volume, and I think number, is that 
right ? 

Admiral Clexton, can you answer that? There has been some fluc- 
tuation, but not appreciable. 

Admiral CLexton. Ninety percent of the volume. 

Mr. Courtney. Yes. 

Admiral Ciexton. Of dollars. 

Mr. Courtney. Ninety percent of volume of dollars, and I haven't 
the latest report, unfortunately. 

Admiral Crirxron. But the actions taken by the Navy are 90 
percent nonnegotiated and 10 percent negotiated. In other words, we 
negotiate 10 percent of our contracts, but the 10 percent of our con- 
tracts we negotiate are equivalent to 90 percent of the money. 

Mr. Courrney. Of the dollars. 

Well, this is an appreciable thing. I don’t know—it dropped from 
87 percent in the last hearings to 10 percent. now. It is an appreci- 
able change, in the action numbers. But whatever this may be, I take 
it that if the percentage is as you indicate, that the process of negotia- 
tion is a highly important problem for the Navy. 

If, Mr. Secretary, you say the area of negotiation is some $9 billion— 
is that right, annually ? 

Secretary Minne. No. 

Admiral Ciexton. The area of negotiation on a dollar basis, in 1958, 
was $5,372 million. 

Mr. Courtney. Well, that comes nearer to the figure that we had in 
the committee. 

Admiral Ciexron. And the area of advertised, dollarwise, is $1, 
386 million. 

Now in the area of actions, which would be contracts, the area of ne- 
gotiation was 1,083 negotiations. 

Secretary Mitne. No. 




















lit 
acl 
tic 
pe 


001 
Ne 


tio 
ser 


val 
nes 








he 


vy 
at 


1C- 


n't 


we 
Mn- 


om 
C]- 
ike 

















WEAPONS SYSTEM MANAGEMENT 697 


Admiral Ciexron. No. Excuse me, 87 negotiations. We had 931 
known as small purchases and 65 other actions. So that indicates a 
little ditference from what I said, before in that it is 8 percent of our 
actions that are negotiated instead of 10 percent; 92 percent of our ac- 
tions are advertised instead of 90. P 

But in money, 78 percent of our dollar value are negotiated and 22 

ent are advertised. , 
air. Courrney. Well, now, the negotiation of $514 billion worth of 
constracts is a pretty important occupation, 1 should think, for the 
Navy, isn’t it ? 7 

Admiral Ciexron. Yes, sir. 

Mr. Courrney. And you would think there would be brought to it 
or there should be brought to the negotiating table the best talent; 
isn’t that right ? 

Admiral Ciexron. That is correct. 

Mr. Courtney. In your opinion, should the Navy stint in the selec- 
tion of the personnel who should approach the negotiating table repre- 
senting the Government, in such a vast enterprise 4 

Admiral Ciexron. No, they should not, and we do not. 

Mr. Courrney. Admiral, | would like your comment on this obser- 
vation in a survey of Navy negotiating personnel: 37 percent of your 
negotiating people are GS-7’s. Their salary ranges are from $5,000 
to $6,000 a year. 

The next largest percentage are the GS-12’s, and their salaries run 
around $9,000 a year, something less than $10,000. 

Do you consider that the selection and gradation of personnel of 
this type to do this important work of negotiation is adequate cared 
for with salary brackets of that kind ? 

Admiral Ciexron. I would like Mr. Jones to answer part of this 
question. 

Mr. Jones. I think, Mr. Courtney, you have to place these people 
in proper areas. The people who are grades 5 and 7 are not negotiat- 
ing our major contracts, by any means. As most of them we will find 
are related to the contract administration field, or are in the area of ad- 
vertised procurement, which is rigidly controlled. 

In the area of negotiation 

Mr. Courtney. Well, Mr. Jones, may I interrupt you? Certainly 
you wouldn’t require a negotiator to handle an advertised procurement 
as he is characterized under the civil service job system. 

Mr. Jones. Are these not categorized as procurement personnel or 
are they: 

Mr. Courtney. No, sir; these are categorized and in your own terms 
and in your own job sheets and in actual practice. The figures I am 
quoting are from an analysis of the Navy’s negotiating personnel made 
ayear ago. These are negotiators who by their own statement, with 
the approval of the Navy, are actually negotiating contracts from 
$1 million up per year. Thirty-seven percent of them are GS-7’s and 
the bulk of them, beyond that, GS-12’s. 

Do you believe you are bringing to the Navy the type of talent 
which would be adequate to meet the responsibilities of negotiating 


_ $5 billion with some of the most talented executives in the United 
tates ? 
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Mr. Jones. I would say, Mr. Courtney, that in the major procure- 
ments the people you are talking about are not the negotiators, | 
think it would be well at this point to give you some idea of the pro- 
cedures which are utilized in negotiation. 

As you know, in negotiating some of our major contracts the author. 
ity to negotiate must be obtained from the Assistant Secretary, Mr, 
Milne, with his own personal signature. This not only provides a 
determination and finding, but also sets forth the procurement plan 
and indicates what the procuring activity is going to do in this procure- 
ment. 

Subsequent to that, the contractor submits a proposal. This pro- 

osal is reviewed by technical personnel and audit personnel before 
ous submitted. 

Mr. Courtney. Yes. And will you tell me at this point the 
gradations of technical personnel and analysts and other people of 
that character? I want to assure you that I have the figures in front 
of me, and I shall give them. I can give you a very quick reference 
by saying to you that they are in exactly the same brackets as those 
I quoted, for those who are denominated and described in job descrip- 
tions as negotiators. 

Now, will you comment on that ? 

Mr. Jones. The people who are reviewing, either audit wise or tech- 
nically, are people who may range in the neighborhood from grade 7 
to a grade 13, and the manner of presentation of the report and the 
procedure by which it is presented goes through various reviews to the 
extent that we feel when it gets to the procuring activity it is a 
straightforward statement of the contractor’s proposal and a reason- 
able review. 

If there are instances in which this is inadequate, it may be attribut- 
able to inadequate personnel. But I would say generally the per- 
sonnel are adequate to perform this particular function. 

Mr. Courtney. Well, I would like you to reconcile that with the 
Secretary’s statement that in commenting on the General Accounting 
Office cases be attributed the failures to failures of persons. And it is 
for that reason I address myself to the question of whether or not you 
are attracting to and compensating personnel of the character who 
have this responsibility in proportion to the problem with which they 
are confronted. 

Mr. Jones. As I recall, the Secretary indicated only in one in- 
stance was this the fault of a single individual. 

Mr. Courtney. The record will speak for itself. I read directly 
from the Secretary’s statement. 

Mr. Jones. I would like to point out, and continuing with the pro- 
cedure, that the negotiator sits at the negotiation table with the con- 
tractor and he has available to him and has sitting in on the negotia- 
tion legal, technical, and audit personnel, that subsequent to complet- 
ing the negotiation he must prepare what is called a contract clear- 
ance. This clearance is not only subject to review in the procuring 
activity but it is submitted to the Office of Naval Material for review 
and approval prior to contracting. 

I feel that there is an adequate procedure. And I would like to 
assure the committee that grade 7’s and 9’s are not negotiating our 
major contracts. 
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Admiral Ciex'ron. We generally in all large contracts have what we 
call a prenegotiation meeting. For instance, in a bureau we will have 
the top negotiator who is going to negotiate the contract, with his 
assistants, plus generally the chief of the bureau. I attend a great 
many of these sessions myself. We have the top engineers in that 
bureau there. We have the auditors from the field. And we bring the 
actual technical inspector in from the field and he is generally a cap- 
tain in the Navy. And together we form the strategy for the nego- 
tiator. 

The negotiator is the mouthpiece for this conference and many of 
his decisions are reached by these experts in their various fields prior 
to meeting the contractor. 

Now he is given certain latitude in all of these areas that are com- 
ing up for discussion, and he cannot go beyond that latitude without 
again reforming the team and getting further advice. 

‘So we depend really on the team effort in the Navy, and this is the 
strength. 

The negotiator himself is basically the mouthpiece of the policy of 
the whole Navy organization, 

Mr. Gavin. Right at that point. It must be admitted, too, that 
private enterprise has some very able negotiators. 

Admiral Ciexton. That is right. 

Mr. Gavin. And some very able teams are right opposite your team, 
too. And the question I am concerned about is, Do you have the best 
brains and ability that you can secure to meet this situation, when 
you get down to negotiating? ‘They have some able operators, too. 
And another question I would like to ask at that point. Do you 
periodically screen one of these teams, bring a team in and talk with 
them and examine them to see whether or not each member of the team 
has the ability to fulfill the duties and assignments that are given to 
him ? 

Admiral Crexton. Yes, sir. And we are constantly training our 
negotiators. We are training as many as 400 and 500 of our negoti- 
ators every year with outside help from Harvard University and 
various other schools, to give them advance techniques. 

Mr. Héserr. Mr. Courtney, continue, please. 

Mr. Courtney. I have a further question on this subject. 

Admiral, are we to understand, then, that the negotiation process as 
practiced in the Navy—and I would take this interpretation, is that 
you have a backroom session and then send in these underpaid ne- 
gotiators to actually conduct the operations ? 

Admiral Ciexton. No. 

Mr. Courtney. Is that the process? 

Admiral Crexron. No. The negotiator is at the table, but his 
assistants are also at the table during the negotiation. 

Mr. Courtney. Well, the negotiators have been described, in the 
language of the Navy, identified by name, in person, in the classes 
and of the salaries of which I just spoke. These are your figures, not 
mine, 

Now, where does this superguidance corps sit when the negotiations 
are actually cecurring / 
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Secretary Mitne. Mr. Courtney, would you like me to give you an 
experience from the other side of the table? Because before I came 
to the Government I was—we never had any Navy prime contracts, 
So what I am speaking of is Army. 

Mr. Courtney. Well, I don’t know whether the Army will want to 
get into this. 

Secretary Mitne. What I am getting at is I think there is a miscon- 
ception about the difference between negotiations that are carried on 
by business within itself and by the way negotiations are carried on 
by the Government. 

We handled some $250 million worth of Government contracts dur- 
ing World War II and Korea, and the checks and balances that the 
Admiral has been describing are the things that make up for the fact 
that we haven’t got 500 vice presidents to do the negotiating. 

And after we negotiated a contract with Chicago Ordnance District 
it was cleared by a review board within the district, on which sat 
outside people. It went then to the Ordnance Tank Automotive Cen- 
ter at Detroit, and God knows they reviewed it. And it then came to 
Washington. And also I would make this observation, that both dur- 
ing the war and in Korea my observation was that this procedure 
was a sound procedure, and as I conceive it the only way in which the 
Government can properly do the business of checks and balances and 
avoid the admitted difficulty it has, that we don’t have a lot of vice 
presidents that have spent their lives in procurement in business, 

I don’t know how we could get them. 

Mr. Courtney. Well, one way would be to pay them an adequate 
wage, would it not, Mr. Secretary ? 

Secretary Mitne. Well, I don’t want to get into a debate with you, 
Mr. Courtney. 

Mr. Courtney. All right. Let’s pass that for the moment. 

But in the illustrations which you have given in your dealings with 
the Department of Defense, or the Department of Army, you certainly 
don’t send in a $4,500 man, or a $9,000 man for that matter, to nego- 
tiate a several million dollar contract, do you? 

Secretary Mitne. That is correct. 

Mr. Courtney. You do not. 

Secretary Mitne. I usually did it myself. 

Mr. Courtney. That is right. I will ask one further question. 

Secretary Mitne. But as I have stated—We might as well get it 
clear. What I am saying is that the quality of the people in this 
team concept within the Government makes up for any inherent ad- 
vantage that business may have because it has vice presidents who 
have spent years in negotiation and in procurement. 

Admiral Crexron. Mr. Courtney, I think the GS 5’s and 7’s ure 
assistants to the GS 10’s, 12’s, and 14’s. And basically when you 
ask them in the questionnaire whether they negotiated contracts 
over $1 million, they said “Yes.” But what they meant was they 
were part of a team that negotiated a million dollars worth of con- 
tract a year. 

There is no person in the Navy that can make a contract, or no 
group of persons that can make a contract in the Navy. It is an evolu- 
tion through many boards and teams before a contract is determined, 
including a finding by the Secretary that it may be negotiated. 
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Mr. Courtney. The team doesn’t seem to be in much better situa- 
tion than the negotiator, except by one grade, Admiral. The price 
analyst, the supervisors, the analysts and the attorneys, do get up as 
high as GS-13's. i 

Secretary Mitnr. No; but on that team, Mr. Courtney, are, as the 
Admiral said, in very many cases, in important cases the bureau chief 
is there, himself, a rear admiral. Many of the military negotiators are 
Supply Corps officers. One of the things that has amazed me since I 
came into the Department of Defense, and the Navy, is the quality of 

eople we have trained. I was at one Navy control plant in Philadel- 
phia, last fall. There were 25 supply corps officers. Ten of them had 
advanced degrees from Harvard Business School or Stanford Business 
School, with masters in business and administration. It isn’t all done 
with the 6’s and 7’s and 12’s you are talking about. 

Mr. Courtney. Well, now, I will ask you one further question. Has 
any recommendation been made in the last 3 years, Admiral—and I 
saies it would come under your cognizance. If I am wrong say so— 
to improve the grading and pay of negotiators, analysts and other 

ople in this $5 billion procurement field ¢ J 

Admiral CLexron. We certainly have. We are constantly trying to 
raise the grades of the people in this procurement. And just Tues ay, 
the Secretary and I obtained a supergrade for one of our people in 
this business. 

Mr. Courtney. And that is the first supergrade you have? 

Admiral Ciexron. Oh, no. 

Mr. CourrNey. How many supergrades have you got in the pro- 
curement process ? 

Admiral Ciexron. I would say four or five, in the major bureaus 
and in my office. 

Mr. Courtney. And the total of the Navy, is what? 

Secretary Mitne. Well, the Navy has—and I am quoting from 
memory. 

Mr. Courtney. Yes. 

Secretary Minne. But the Navy has two 18’s, it has I think 11 17’s 
and something like 36 16’s, in the whole naval establishment, of some 
300,000-odd civilians. 

Mr. Courtney. Those are the only questions I had. 

Mr. Hépserr. Mr. Hardy. 

Mr. Harpy. I just thought, Mr. Chairman, in connection with this 
that Mr. Courtney has just been pursuing, I would hate to see the 
impression left that we can get competence to compare with the nego- 
tiators in industry simply by providing grades. 

As a matter of fact, 1 am afraid sometimes when we get the super- 
grades, they serve only to promote somebody else who has been doing 
the same thing at a lower grade, and don’t necessarily mean that we 
get any greater competence. 

So the establishment of higher grades would not in itself provide 
a balance at the negotiating table, at least it won’t in my judgment. 

Mr. Gavin. Mr. Chairman. I was wondering if that individual who 
was recently promoted to the supergrade—was he the one who con- 
ceived withholding of Uncle Sam’s money ? 
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Secretary Mitne. No, Mr. Gavin. The admiral is too modest. The 
tell me it was Vice Admiral Clexton and others that had that brilliant 
idea. The individual we are speaking about is the head of this con. 
tract clearance branch in the Office of Naval Material, And he “ain't 
got it yet”. The application has gone to the Civil Service Commission, 

Admiral Crexton. It was actually a group of people in the comp. 
troller’s shop—Mr. Cassidy, Mr. Bloch, Mr. Plott—two of which 
are supergrades, and the Assistant Secretary for Financial Manage. 
ment at that time, Mr. Franke, who is now Secretary, and myself, who 
discovered this money building up, and immediately took corrective 
action to see if we could stop it. 

Mr. Gavrn. An excellent idea. 

Mr. Heserr. I think it is an excellent idea, and a complimentary 
reflection on you, Admiral, and also Mr. Franke, who is an auditor of 
note in his own name. 

Mr. Harpy. Now, after all of this discussion—and we have had 
analysis here now of the procedure by which contracts are negotiated, 
through a series of boards and all of that. Then we are to understand 
that these 14 cases of the Comptroller General all went through that 
process ? 

Mr. Jones. Several of the cases did go through that process, but 
some of the cases were not of a sufficient amount to warrant going 
through the complete process and having a review at the ONM level. 

Mr. Harpy. Well, in any event, the procedure by which these con- 
tracts were negotiated are still being employed ¢ 

Mr. Jones. Let me put it this way, that at the time these contracts 
were negotiated we were either in a war or shortly after that war, and 
I think you will accept the reasonableness of the fact that there were 
systems and procedures being carried on at that time in order to get 
the work done that didn’t permit as thorough a review as we would like 
to have made at that time. 

Mr. Harpy. But in any event, the contracts included in this group, 
that are substantially large, did go through this process that you have 
just been describing ? 

Mr. Jonrs. Except that the process since that time has been im- 
proved very significantly. 

Mr. Heésert. Except the committee will stand in recess until 2 
o’clock, at which time we will go into executive session with the proper 
people from the Navy here, to examine the two cases which we have 
under consideration, which have been referred to the Department of 
Justice and which we have, and will, discuss in executive session. 

The committee will recess until 2 o'clock. 

(Whereupon, at 12:20 p.m., the committee recessed until 2 p.m., in 
executive session. ) 
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WEAPONS SYSTEMS MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


THURSDAY, AUGUST 20, 1959 


House or REPRESENTATIVES, 
ComMMITTEE ON ARMED SERVICES, 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Héserr. The committee will be in order. 

Mr. Courtney. 

Mr. Courtnry. Mr. Chairman, we have this morning the General 
Accounting Office in connection with an examination made by that 
office and a report on Air Force Contract No. 33(600)-—31174, between 
the Department of the Air Force and the General Dynamics Corp., 
Convair Division, San Diego. 

This contract involved the purchase of the TF-102A and the F-102A 
airplane. It is an incentive-type contract, calling for a breakage— 
a profit in negotiations of 8 percent throughout and 20 percent on the 
target price. 

‘he examination discloses discrepancies in the negotiating process. 

We have this morning Mr. Robert Keller, General Counsel of the 
General Accounting Office; Mr. Lawrence J. Powers, Director of De- 
fense Planning and Auditing; his assistant, Mr. Charles Bailey, and 
Mr. James Hammond. 

Mr. Chairman, there is a written report to the Congress pursuant 
to law, and Mr. Keller and Mr. Powers are prepared to proceed. 

Mr. Hésert. Gentlemen, you may proceed 0 se interruption. 

Mr. Powers. Mr. Chairman and members of the subcommittee, we 
appreciate the opportunity to appear before your subcommittee to 
present our report on examination of pricing on Department of Air 
Force contract AF 33(600)-31174 with Convair, a division of Gen- 
eral Dynamics Corp., San Diego, Calif. 

Our report was forwarded to the Congress by the Comptroller 
General’s letter of August 18, 1959, B-118695, copies of which have 
been furnished to your subcommitee. 

(The letter above referred to is as follows:) 

COMPTROLLER GENERAL OF THE UNITED STATES, 


Washington, August 18, 1959. 
B-118695 


Hon. Sam RAYBURN, 
Speaker of the House of Representatives. 


Deak Mr. Speaker: Enclosed is our report on examination of the pricing of 
Department of the Air Force contract AF 33(600)-31174 with Convair, a divi- 
sion of General Dynamics Corp., San Diego, Calif. 


703 








WEAPONS SYSTEM MANAGEMENT 





704 


The report shows that the contractor’s proposal for the negotiation of the 
target price for contract AF 33(600)-31174 included amounts for the estimate 
costs of materials, purchased parts, and subcontracted items which were about 
$12,149,000 in excess of costs which were known to the contractor or which the 
contractor could reasonably have expected to incur. 

Since the amounts proposed by the contractor for these items were accepted 
by the Air Force, except for a negotiated reduction in estimated costs for shop 
losses and price increases of subcontracted items, the contract target cost was 
excessive and the Government will incur excessive costs of $3,402,000 unless the 
contract price is adjusted. 

We believe that more careful review of the contractor’s proposals and sup- 
porting documentation would have disclosed to the Air Force the contractor's 
cost Overestimates. 

We are recommending to the Secretary of the Air Force that consideration be 
given to negotiating an adjustment of the contract price. 

We are recommending also to the Secretary of the Air Force that the Air 
Force require its contracting personnel to obtain better assurance, through ex- 
amination of contractors’ records, that the amounts proposed for significant ele. 
ments of cost are reasonable and that the cost data furnished include the most 
current, complete, and accurate information available to the contractor. 

This report is also being sent today to the President of the Senate, and copies 
are being furnished to the Secretary of Defense and the Secretary of the Air 
Force. 

Sincerely yours, 
JOSEPH CAMPBELL, 

Mr. Powers. By reference to the first page of our report, it will be 
noted that the General Accounting Office has examined the estimated 
cost for material, purchased parts, and subcontracted items used in 
negotiating the target price under Department of the Air Force 
fixed-price incentive contract AF 33(600)-31174 awarded to Convair, 
a Division of General Dynamics Corp., San Diego, Calif. 

Our examination was made pursuant to the Budget and Accounting 
Act, 1921 (31 U.S.C. 53), the Accounting and Auditing Act of 1950 
(31 U.S.C. 67), and the authority of the Comptroller General to ex- 
amine contractors’ records, as set forth in 10 U.S.C. 2313(b). 

Continuing now, Mr. Chairman, on page 6 of our report (the por- 
tion of the report not read is as follows) : 

Contract AF 33(600)-31174 was awarded by Headquarters, Air 
Materiel Command (AMC), for the production of types F-102A and 
TF-102A airplanes and related spare parts. 

The contract provided for establishing an incentive target price 
consisting of estimated target cost and target profit and for an up- 
ward or downward adjustment of target profit at the time of final 
pricing by a stipulated percentage of the amount by which the final 
cost negotiated is less than, or exceeds, the negotiated target cost. 

We reviewed the bases on which target costs were established for 
material, purchased parts, and subcontracted items. 

We examined the contractor’s target price proposals and supporting 
documentation and compared the target costs negotiated with cost 
information available at the time of negotiations. 

We also reviewed the record of negotiations of the contract target 
price. 

We directed our attention to those areas which appeared to warrant 
particular attention and did not make an overall evaluation of the 
price negotiations and administration of the contract. 
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HIGHLIGHTS 


The contractor’s proposal for the negotiation of the target price 
for contract AF 33(600)-31174 included amounts for the estimated 
costs of materials, purchased parts, and subcontracted items which 
were about $12,149,000 in excess of costs which the contractor knew or 
could reasonably have expected would be incurred. 

Since the amounts proposed by the contractor were accepted by 
the Air Force with only a minor change, the contract target cost 
was excessive and the Government will incur excessive costs of about 
$3,402,000 unless the contract. price is adjusted. 

The contractor’s target proposal included estimated costs for ma- 
terials, purchased parts, cae subcontracted items totaling about 
$151,513,000. } 

The Air Force reduced this estimate by about $2,684,000 during 
negotiations. ‘This reduction, however, applied principally to esti- 
mated costs for shop losses and price increases of subcontracted items 
and did not pertain to the contractor’s estimates of basic costs of ma- 
terials, purchased parts, and subcontracted items. 

Our findings, which are summarized below and described in detail 
beginning on page 9, show that further reductions of $12,149,000 in 


the cost estimates should have been effected. 


Excessive costa 
in negotiated 


Estimates in excess of known costs: target cost 
SMONCMI, SUTNCE PVCUTCTUINIIIE DOO ii sess cin rt cercetendesnoer chin niaieennieibicdess $8, 587, 000 
ICONIC CUUII UN saci sivtebmllplnaaran mdhinantipaneneionbaies seals 1, 324, 000 

Estimated cost increases in F-102A airplanes because of reduc- 

tion in quantity of TF-102A airplanes....................0.. 2. 2, 238, 000 
2 Ee ee Lae mY ae ES Te EE eT TES 12, 149, 000 


The contractor added about $2,238,000 to the estimated cost of ma- 
terials and subcontracted parts for the F-102A airplane because, dur- 
ing target. price negotiations, the Air Force reduced the quantity of 
TF-102A airplanes to be procured from 131 to 63 and the contractor 
apparently anticipated that a reduction in requirements for materials 
and subcontracted parts common to both F-102A and TF-102A air- 
planes would result in increased costs for these materials and parts 
procured for the F-102A airplane. 

Under the contract, the contractor receives a base target profit 
of 8 percent of target costs plus 20 percent of the amount by which 
the final cost negotiated is less than target cost. 

The contract also provides that the final profit negotiated shall not. 
exceed 10 percent of target. costs and establishes a contract ceiling price 
of 115 percent or target costs. 

The negotiation, therefore, of high target costs for the cost of ma- 
terials, purchased parts, and subcontracted items may add 28 percent 
of $12,149,000 or about $3,402,000 to the final contract. price. 

At March 31, 1959, when substantially all the cost of the airplanes 
had been incurred, the contractor’s records showed that the cost of 
material, purchased parts, and subcontracted items was expected to 
be about $26 million less than the contract target costs of $162,373,- 
000 as revised by engineering changes, negotiated by the Air Force 
for these items. 
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We believe that the contractor’s target proposal did not accurate- 
ly reflect the information known, or available to the contractor, ag 
of April 30, 1956, the date specified by the contract. for the prepara, 
tion of a target price proposal. 

We believe also that more careful review of the contractor’s pro- 
posals and supporting documentation would have disclosed to the Air 
Force the overestimates which we describe in this report. 

_ In this regard, we found that the auditors for the military sery- 
ices were not requested by Air Force contracting officials to review 
the contractor’s target price proposal for contract AF 33 (600)-31174, 

We are recommending to the Air Force that consideration be given 
to negotiating an amendment to the contract to adjust the target price 
for the overstatement of the target costs. 

We are recommending also that the Air Force require its contract- 
ing personnel to obtain better assurance, through examination of 
contractors’ records, that the amounts proposed for significant. ele- 
ment of cost are reasonable and that the cost data furnished in- 
clude the most current, complete, and accurate information avail- 
able to the contractor. 


BACKGROUND INFORMATION 


Contract AF 33(600)-31174, dated February 6, 1956, as amended, 
provides for the manufacture of 562 F-102A airplanes, 63 TF-102: 
airplanes, and related spare parts. 

The contract price, as amended through June 30, 1959, was $490,- 
108,881, including provision for spare parts and engineering changes. 

The contract is a negotiated fixed-price incentive contract under 
which the contractor receives a basic profit, as part of the target 
price, which is increased by the contractor’s sharing, with the Gov- 
ernment, in any savings resulting from completion of the contract at 
less than the estimated or target cost. 

Conversely, if final costs exceed the target cost, the contractor's 
basic or target profit is reduced to the extent that he bears, with 
the Government, a share of the additional costs. 

Delivery of the last airplane under the contract was made in July 
1958, but a final price has not yet been negotiated. 

The contract required Convair to submit a target price proposal 
within 60 days after April 30, 1956. This proposal was submitted 
to the Air Force on July 6, 1956. Negotiations for the establish- 
ment of target prices were conducted during July and August 
1956. 

During negotiations Convair furnished to the Air Force negotiators 
a document entitled “Cost Reduction Program Analysis,” prepared 
as of July 10, 1956, which according to Convair was intended to indi- 
‘ate current unit prices for purchased parts, required under contract 
AF 33 (600)-31174 for the F-102A airplanes. 

During negotiations also, the proposal was revised because of & 
partial termination of the TF-102A airplanes to be produced redue- 
ing their number from 131 to 63. 

The target cost proposed by Convair for the airplanes under this 
contract, as adjusted for the partial termination of the TF-102A 
airplanes, totaled about $327,465,000 and included estimated costs of 
material, purchased parts, and subcontracted items of $151,513,000. 
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A target cost of $307,881,000 was negotiated during July and Au- 

ust 1956 for the airplanes. 

The Air Force record of negotiations dated September 19, 1956, 
shows that, of the total reduction of $19,584,000 in the target cost, 
only $2,684,000 was considered to apply to estimated costs of material, 
purchased parts, and subcontracted items. 

Since this reduction applied principally to estimated costs for shop 
losses and price increases of subcontracted items, the estimated basic 
costs for these items were accepted by the Air Force without change. 

Convair, however, in a letter dated October 19, 1956, to AMC in 
confirming the total results of the negotiations furnished a break- 
down of the target cost which indicated that it considered the esti- 
mated costs of materials, purchased parts, and subcontracted items to 
have been reduced in negotiations by about $13.5 million. 

Subsequently, the target cost and price have been revised by var- 
ious amendments to recognize engineering changes. As of March 31, 
1959, the target cost was $347,235,556, of which $162,373,000 pertained 
to materials, purchased parts, and subcontracted items as negotiated 
by the Air Force. 

‘The contract is administered by a representative of the San An- 
tonio Air Materiel Area, AMC, stationed at the contractor's plant. 

The Navy Area Audit Office, San Diego, Calif., had audit responsi- 
bility for all Department of Defense contracts held by the San Diego 
division of the contractor until July 1, 1958, when this responsibility 
was transferred to the Auditor General, U.S. Air Force. 


FINDINGS AND RECOMMENDATIONS——-EXCESSIVE TARGET COST ESTIMATES 


The contractor’s proposal for the negotiation of the target price 
for contract AF 33(600)-81174 included amounts for the estimated 
costs of materials, purchased parts, and subcontracted items which 
were about $12,149,000 in excess of costs which were known to the 
contractor or which the contractor could reasonably have expected to 
incur. 

Since the amounts proposed by the contractor for these items were 
accepted by the Air Force with only a minor change, the contract 
target cost. was excessive and the Government will incur excessive costs 
of about $3,402,000 unless the contract price is adjusted. 

Material and purchased parts estimates, in excess of known costs: 
The estimated cost of material and purchased parts included in the 
contractor’s target price proposal was substantially higher than the 
prices at which Convair was purchasing these items prior to the date 
specified by the contract for preparation of the target price proposal. 

Consequently, the target cost negotiated for material and purchased 


_ parts was overstated by about $8,587,000. 


In preparing its target price proposal, the contractor based its cost 
«timate for material and purchased parts for F-102A airplanes on a 
priced bill of material which contained average unit costs as of Janu- 
ary 13, 1956, for 37 airplanes produced under a preceding contract. 

For TF-102A airplanes, estimated costs of material and purchased 
parts were based on a priced bill of material which contained average 
init costs as of August 31, 1955, for 20 airplanes of the TF model also 
produced under a preceding contract. 
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The costs were then increased by 5 percent to provide for estimated 
price increases. These estimated costs were then reduced, for two 
classes of purchased parts, by the application of a learning curve to 
refiect lower prices attained through production experience. 

A scrap loss factor ranging from 1 to 50 percent was then applied to 
the various classes of material and purchased parts to arrive at the 
total estimated cost for an airplane. 

The contractor’s method of estimating costs of material and pur- 
chased parts failed to consider price decreases, applicable to procure- 
ment for contract AF 33(600)-31174, which had occurred before the 
preparation of the target price proposal and were therefore known to 
the contractor. 

For example, the bill of material used to estimate the cost of pur- 
chased parts for the F-102A airplane included part number REFR 
4-11, refrigeration package, at a unit price of $8,792, before the appli- 
cation of 5 percent for estimated price increases and the decrease re- 
sulting from the application of a 95 percent learning curve. 

The factors for estimated price increases and learning curve price 
decreases would operate to offset one another, and thus the price of 
$8,792 was not altered significantly in the contractor’s proposal. 

The contractor, however, had issued a purchase order on January 24, 
1956, for 392 units and another on April 20, 1956, for 76 units at an 
average unit price of $2,543. 

Thus, as of April 30, 1956, the cutoff date for the preparation of the 
target price proposal, Convair had issued purchase orders for 468 
units, against a requirement for 562 units, at prices which averaged 
about $6,250 a unit less than the average unit cost at which the items 
were included in the price proposal. 

The pricing of part STRU 7-14-26, nose landing gear assembly, is 
another example of overstatements in Convair’s proposed target cost. 

The contractor issued a purchase order for 562 units, the entire 
requirement for the F-102A airplanes, on November 9, 1955, at a 
unit price of $3,180. 

On April 25, 1956, the price was increased to $3,182 to provide for 
cost of additional identification tags. 

Convair’s target. proposal, however, which had a cutoff date of 
April 30, 1956, included this part at an average unit cost of $4,828 or 
about $1,650 more than the price known at the time the proposal 
was prepared. 

We compared the contractor’s proposed targe costs for all material 
and purchased parts items over $100, and a random sample of items 
under $100, with prices of items on order under the contract. prior 
to April 30, 1956. 

This comparison disclosed that, for the items examined, the con- 
tractor’s target cost proposal for material and purchased parts was 
higher by about $8,587,000 than the prices on order under the contract. 

Substantially all the items examined by us were included in the con- 
tractor’s proposal for material and purchased parts at prices which 
were higher than current purchase order prices. 

The Air Force record of negotiation shows that the Air Force nego- 
tiators accepted the amounts proposed by Convair for material and 
purchased parts and states: 


The estimate for this item was based on firm fixed prices. There was some 
question concerning use variance rework, and obsolescence factors used by the 
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entractor. An investigation of actual records at the contractor's plant indi- 
cated that this estimate was based on sound data. The Government accepted 
the contractor’s proposal in this area. 

In regard to its proposed prices of purchased parts, Convair furn- 
ished to the Air Force at the time of negotiations a cost reduction pro- 
gram analysis dated July 10, 1956. ; 

This analysis was a comparison of the prices paid by Convair for 
parts for the F—-102A airplane under contract -31174 with those for 
previous contracts. ‘ 

There is no indication on the analysis whether Convair’s proposal 
for contract -31174 contained the prices shown on the analysis for 
that contract. 

It seems that the Air Force considered that the contractor’s pro- 
posal for contract —31174 contained costs being incurred for that. con- 
tract rather than the higher cost incurred under earlier contracts, 
particularly since the Air Force record of negotiation states that the 
contractor’s estimate for materials was based on firm fixed prices. 

However, it is difficult to understand why the Air Force considered 
that the estimate for material was based on firm fixed prices in view 
of the fact that Convair’s proposal sets forth clearly that priced bills 
of materials for prior contracts, with certain adjustments, were used 
inestimating material costs. 

Although the analysis should have put the Air Force on notice of 
the need to inquire into the reasonableness of material prices, there 
was no indication of any inquiry nor was any adjustment made by 
the Air Force in the contractor’s target proposal as a result of the 
analysis furnished by Convair. 

Further, it appears that the analysis submitted by Convair could 
have been of only limited value to the Air Force since we found 
that it was incomplete and contained a listing of prices paid by Con- 
vair for only about 55 percent of the dollar value of items in the 
net bill of material for the F-102A airplane for contract -31174. 

Further, of the parts listed, 21 percent were parts which were 
obsolete by April 30, 1956, and an additional 7 percent of the parts 
listed could not be located in the bill of materials supporting the target 
cost proposal. 


SUBCONTRACT ESTIMATES IN EXCESS OF KNOWN COSTS 


The estimated cost of subcontracted items included by Convair in 
its proposed target price exceeded by $1,267,000 the subcontract cost 
being incurred by Convair at the time of its proposal. 

The application to this amount by the contractor of a shop loss and 
price increase factor, which was reduced by the Air Force in negotia- 
tions, increased the overestimate to $1,324,000. 

As stated above, the contract required Convair to submit a target 
proposal within 60 days after April 30, 1956. Convair based its esti- 
mate of subcontract costs for the F-102A airplane on the indicated 
cost of subcontracted items at May 1, 1956. 

The subcontract costs estimated for the TF-102A airplane were 
based on a priced bill of materials for subcontracted items as of August 
1), 1955, adjusted by the application of a learning curve. 
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A 10 percent factor for shop losses and price increases was added to 
the estimated cost of subcontracted items of both the F-102A and the 
TF-102A airplanes. 

Our review, which covered about 82 percent of the contractor’s est. 
mated cost of subcontracted items before application of the 10 percent 
factor, disclosed that the contractor’s proposal was overstated about 
$1,267,000 when compared with the prices actually being paid to 
vendors or price quotations received from vendors under the contraet 
prior to the cutoff date of April 30, 1956. 

For example, 562 units of part No. 8-70410-905, nose radome as. 
sembly, were included in the contractor’s analysis of subcontract costs 
at $3,660 a unit. 

Convair’s records indicated, however, that price quotations had 
been received from a supplier on April 7 and 13, 1956, for 300 of these 
units at a unit price of $2,260, or $1,400 a unit less than the amount 
used by Convair as a basis for estimating subcontract costs. 

Although the Air Force reduced the contractor’s estimate of 10 
percent for shop losses and price increases, no adjustments to the esti- 
mated cost of subcontracted items were made during target price 
negotiations. 

The Air Force record of negotiations, in commenting on the target 
cost negotiated for subcontracted items, states : 

The proposal was based on all firm deals. Ninety-eight percent were on aq 
fixed price basis. The contractor added a 10 percent loss factor to his esti- 
mate. The Government felt that this factor was too high when compared to 
information obtained from other contractors on comparable tasks. Therefore, 
the Government felt that a 5 percent decrease in the contractor's proposal was 
reasonable. This reduction amounted to $2,682,700. 

The application of the reduced loss factor to the overestimates of 
subeontracted items totaling $1,267,000 resulted in additional exces- 
sive target costs of $57,000, 

Unwarranted additional estimated costs for F-102A airplanes be- 
‘cause of reduction in quantity of TF—-102A airplanes: The contractor 
added about $2,238,000 to the estimated cost of materials and subcon- 
tracted parts for the F-102A airplane because, during target price 
negotiations, the Air Force reduced the quantity of TF-102A air- 
planes to be procured from 131 to 63 and the contractor apparently 
anticipated that a reduction in requirements for materials and sub- 
contracted parts common to both F-102A and TF-102A airplanes 
would result in increased costs for these materials and parts procured 
for the F-102A airplane. 

These price increases should not have been included in the target 
price and accepted by the Air Force since, at the same time, negotia- 
tions were taking place for a follow-on contract for an additional 140 
F-102A airplanes which would more than offset the canceled 68 air- 
planes. 

The contractor should have recognized during the negotiations that 
the common parts applicable to the canceled procurement could be 
used on the follow-on contract and should have known that there 
would be no need to reduce the quantities of these common parts then 
on order. In fact, Convair did not incur any additional costs on 
the F-102A airplanes due to reduction of common parts on order. 

We believe that adequate analysis and evaluation of the contrac- 
tor’s proposal would have disclosed that no additional costs for ma- 
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terials subcontracted parts for the F-102A airplanes could reason- 
ably have been expected to result from the reduction in quantities of 
{F-102A airplanes. 

Lack of administrative audit 

Contracting officials did not request the military audit agency, lo- 
cated at the contractor’s plant, to submit an advisory audit report 
for use in target price negotiations under this contract. 

Our findings show that the proper application of auditing techni- 

ues to the contractor’s target price proposal, prior to negotiation of 
the target price, would have disclosed that the contractor’s costs 
estimates were unreasonably high. 

Knowledge of this condition should have made it possible for agency 
contracting officials to negotiate a more reasonable target price, re- 
sulting in substantial savings to the Government. 

Section 3-809 of the Armed Services Procurement Regulation, is- 
sued February 1, 1957, recommends that the audit services within the 
military departments be used as a pricing aid by the cont ‘acting officer 
tothe fullest extent appropriate. 

Although this regulation was not in effect in 1956 when the target 
price for contract AF 33(600)-31174 was negotiated, we believe that, 
in view of the magnitude of the target price, it would have been ap- 
propriate to take every reasonable precaution and to seek technical 
advice and assistance from all the specialists who comprise the con- 
tracting officer’s team, including the agency auditors. 

Contractor’s comments: Convair commented on our findings by 
letter dated December 22, 1958. This is attached as appendix A to 
our report, Mr. Chairman. These comments and our appraisal of 
them are summarized below. 

1. Convair stated that on a contract involving (as to airplanes alone) 
over $300 million, with an estimated profit factor of 8 percent, the in- 
dicated overall cost variant (with some added costs still undetermined ) 
appears to be approximately 2.4 percent and the profit variant 0.56 per- 
ent. This result indicates a very accurate and very efficient price ne- 
gotiation accomplishment. on the part of both the contractor and the 
Air Force. 

Convair commented that overall actual costs under the contract. will 
be about $7.2 million less than contract target costs of about $300 
million, that Convair will realize additional profits of about $1.4 mil- 
lion, and that this indicates accurate and efficient price negotiation. 

We do not agree that these results necessarily indicate the nego- 
tiation of a close price. Even if the costs incurred are close to the 
price negotiated, this does not in itself prove that an accurate and 
sound price was negotiated. On the contrary, if the target. price was 
execessive, such results could indicate uneconomical and inefficient. con- 
tract performance. 

Current instructions to agency personnel specify the necessity for 
fair and reasonable target prices, based on reliable cost information. 

The Armed Services Procurement Regulation (ASPR) states that 
the purposes of the incentive-type contract. is to provide an incentive 
to the contractor for efficiency and economy of operations in those sit- 
uations where reliable cost estimates are available at the time of the 
original contract negotiation or at a very early point in contract per- 
formance (ASPR 3-403.4). 
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Further, the Air Force Procurement Instruction (AFPI) pro. 
vides that incentive contracts are not to be used unless target costs can 
be estimated with sufficient accuracy to assure fair and reasonable tar- 
get prices based on sufficient and pertinent cost or production ex- 
perience (AFPI 3-403.4 (c) and (d) ). 

It is essential that target costs be reasonable since they are the 
basis on which the contractor’s target profit and incentive profit are 
computed. Target costs must be based either on known costs or on 
sound estimates of the various elements of cost which combine to 
make up the total. 

To the extent that the various elements of cost making up the total 
estimated costs are known at the time of negotiations, they should be 
used as the most accurate and equitable basis for establishing the tar- 
get costs. Since unsound estimates of individual elements of cost 
affect the Government’s cost and the contractor’s profit or loss, it is 
essential for target costs to be established on the basis of the best in- 
formation available. 

It is also essential that a close target price be negotiated to provide 
the contractor with an incentive for cost reduction. If the target 
price is excessive, the contractor may receive incentive profit because 
of overestimating its target costs rather than from genuine cost re- 
ductions. On the other hand, negotiations of an unreasonably low tar- 
get price may reseult in denying the contractor incentive participa- 
tion even though it actually achieved significant economies in per- 
forming the contract. 

As described in our findings, (1) the contractor’s proposed target 
price in this instance included costs for materials, purchased parts, 
and subcontracted items which were substantially higher than Con- 
vair’s known costs for these items at the time of target price negotia- 
tions and (2) the contractor should not have increased costs for the 
F-102A airplanes on account of partial termination of the TF-102A 
airplane. 

Had these known costs been made fully available by the contractor 
and had the cost increase been properly evaluated and used by the 
Air Force in price negotiations, it is reasonable to assume that the 
Air Force would have negotiated a lower target price and thus reduced 
the ultimate cost to the Government. 

2. The contractor stated that detailed comment upon our findings 
becomes unnecessary in the light of certain basic factual errors which 
appear in the report and presented two examples of these errors. 

(2) Our finding reported that the target price proposal for con- 
tract 31174 included estimated material and subcontract costs total- 
ing about $151,513,000 and the Air Force reduced this estimate by 
about $2,684,000 during negotiations whereas according to Convair 
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the Air Force reduced this estimate by no less than $13,546,779, and 
the total airplane cost estimate of $327,465,109 was reduced in nego- 
tiations by $19,584,109, to $307,881,000. 

(4) Our report stated that the contractor added about $2.238,000 
to the estimated cost of material and subcontracts for the F-102A 
airplanes because the Air Force reduced the quantity of TF-102A aur- 
planes to be procured from 131 to 63 during target price negotiations 
and that these price increases should not have been included in the 











tar¢ 
nate 

T 
cont 
tota 
in VU 
not 
wer 

R 
mat 
Con 
tion 
cont 
Air 
was 
mat 
in i 
hig! 
tiat 
thos 
and 
tota 

F 
(Con 
tain 
deta 
us t 

h 
port 
pers 
the 
mat 
of n 
elen 
of t 

T 
of t 
eval 
by ( 
duct 

C 
shor 
thar 
reco 
elerr 
of ¢ 
Air 
neg 

It 
sine 
cept 
cont 


$12, 








‘0- 
An 
iT- 


he 


on 
to 


al 


or 
he 
he 


“] 


ch 


n- 
il- 
by 
ir 
id 


(V0) 
A 
iT 
ns 
he 











WEAPONS SYSTEM MANAGEMENT 713 


target price. According to Convair, this entire amount was elimi- 
nated from the cost proposal by the negotiations. 

The Air Force record of negotiation dated September 19, 1956, for 
contract 31174 confirms Convair’s statement that the contractor’s 
total proposed costs of about $327,465,109 were reduced by $19,584,109 
in negotiations to $307,881,000. However, the Air Force record does 
not show that the estimated costs of materials and subcontracted items 
were reduced by $13,546,779 as contended by Convair. 

Rather, it shows that a reduction of only $2,684,000 in the proposed 
material costs of $151,513,000 was negotiated. The $2,238,000 which 
Convair contends was eliminated from the cost proposal by negotia- 
tions was part of the total amount of $13,546,779 mentioned by the 
contractor and was not included in the reduction negotiated by the 
Air Force. 

Air Force records show also that a letter dated October 19, 1956, 
was received from Convair, and this letter indicated that estimated 
material and subcontract costs were reduced by about $13.5 million 
in negotiations and that other elements of cost were at amounts both 
higher and lower than those shown by the Air Force record of nego- 
tiations. It appears that the Air Force placed little significance on 
those differences between its record of the elements of costs negotiated 
and those reported by Convair, since there was no difference in the 
total target cost negotiated. 

Furthermore, we found no indication in the Air Force records that 
Convair furnished the Air Force support for the cost. elements con- 
tained in its letter and, although we requested Convair to furnish us 
detailed information on the $13.5 million reduction, Convair informed 
us that there was no supporting information. 

In our examination, we reviewed the contractor’s proposal and sup- 
porting records and the review and determinations of the Air Force 
personnel relating to these records. We found no evidence to support 
the contractor’s contention that materials and subcontract cost esti- 
mates were reduced by more than $2,684,000. The Air Force record 
of negotiations shows that the Air Force gave consideration to each 
element of cost proposed by Convair and evaluated the reasonableness 
of these prices on the basis of Convair’s supporting data. 

This evaluation was the main basis for the Air Force negotiation 
of the target cost. The Air Force record of negotiation reflects this 
evaluation and shows the reductions made in the amounts proposed 
by Convair for certain elements of cost and the reasons for such re- 
ductions. 

Convair’s later submission, after negotiations were concluded, 
showed both higher and lower amounts for various elements of cost 
than the amounts shown for these elements of cost in the Air Force 
record of negotiations. The contractor’s higher estimates for these 
elements of cost would tend to offset the reductions in other elements 
of cost made by the Air Force in negotiations. We believe that the 
Air Force records of negotiation reflect correctly the cost elements 
negotiated as understood and negotiated by the Government. 

It seems evident that the Government will bear additional costs 
since the price to the Government was based on the Air Force’s ac- 
ceptance of estimated costs for materials, purchased parts, and sub- 
contracted items which included excessive estimated costs totaling 
$12,149,000. We can only conclude that, if the Air Force had had 
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knowledge of the excessive estimates and consisted them in negotia- 
tions, a substantially lower target price would have been established, 


AIR FORCE COMMENTS 


On January 19, 1959, the Assistant Secretary of the Air Force 
(Materiel) furnished us the views of the Air Force on our findings 
in this instance and in several other similar instances which we had 
recently brought to his attention. 

The Assistant Secretary stated that the Air Force was carefully 
reviewing each case and would take appropriate action. 

The Assistant Secretary stated also his concern that the pattern 
of these cases raises serious questions involving the validity of con. 
tractors’ price proposals and informed us that the Air Materiel Com- 
mand has written to 28 major contractors and 3 industry associations 
‘alling attention to our findings and stressing the necessity for con- 
tractors to furnish current, complete, and correct cost and pricing 
data before and during negotiation of contract prices. 

The contractors were asked to review the pricing information fur- 
nished to Air Force negotiators in negotiating targets on price-rede- 
terminable and incentive contracts, on which final settlement has not 
been made, to determine whether the information was current, com- 
plete, and correct. 

The contractors were advised that if discrepancies were disclosed by 
these reviews, the Air Force would like to meet to discuss price ad- 
justments. The Assistant Secretary further informed us that Air 
Force personnel have been impressed with the need for thorough 
review and critical analysis of contractors’ cost estimates supporting 
price proposals. 

The substance of the Assistant Secretary’s comments was included 
in a letter dated January 23, 1959 (appendix B to our report, in which 
AMC directed its procurement activities to obtain, for each contract 
on which final settlement had not occurred, certifications from con- 
tractors that they have reviewed cost and pricing information used 
to establish targets and determined (1) that current, complete, and 
correct cost and pricing information available to the company had 
been used in preparing the target proposal and had been furnished 
to Air Force negotiators prior to conclusion of the negotiations or 
(2) that more current, complete, and correct information was avail- 
able. In the latter case, the contractors are to be required to propose 
un appropriate adjustment of the target previously negotiated. 


CONCLUSIONS 


Our examination disclosed that, in preparing its target cost and 
price proposal, Convair used higher cost estimates than were war- 
ranted by its latest known or probable actual costs and improperly 
increased its cost estimates because of a partial termination of TF- 
102A airplanes. 

An adequate review of the contractor’s proposal by the Air Force 
would have disclosed the contractor’s failure to give proper recog: 
nition to known cost information and that proposed target costs 
were excessive. Knowledge of these excessive estimates would, we 
believe, have resulted in the negotiation of a lower target price. 
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The actions taken by the Air Force as outlined above indicate its in- 
creasing awareness of the importance of thoroughly reviewing and 
critically analyzing contractors’ cost estimates in support of pricing 
proposals. We believe that the actions described by the Assistant 
secretary and AMC should help generally in future negotiations of 
entract prices and should also result in an appropriate adjustment 
for the excessive target costs established for contract 31174. 

We believe, however, that current Air Force instructions continue to 
encourage too great a reliance upon price proposals and other infor- 
mation furnished by contractors without, at the same time, sufficiently 
emphasizing the need for verifying the currency, completeness, and 
accuracy of the data. 

RECOMMENDATIONS 


With respect to the excessive target costs for contract AF33(600)- 
31174, we recommend that the Secretary of the Air Force take all steps 
necessary to obtain appropriate adjustments. 

We recommend also that the Secretary of the Air Force require con- 
(racting personnel to obtain better assurance, through examination of 
vontractors’ records, that the amounts proposed for significant ele- 
ments of cost are reasonable and that the cost data furnished include 
the most current, complete, and accurate information available to the 


contractor. 
APPENDIX A 


CONVAIR, A DIVISION OF GENERAL DYNAMICS CORP., 
San Diego, Calif., December 22, 1958. 
Mr. C. M. BAILEy, 
Associate Director, U.S. General Accounting Office, 
Washington, D.C. 

Deak Siz: As stated in my letter to you dated December 9, 1958, your letter 
of November 12, 1958, with its enclosed portion of a preliminary draft of a re- 
om on Air Force contract AF33(600)-31174 with Convair was referred to me 
by Mr. Frank Pace, president of General Dynamics Corp., for reply. 

Before commenting upon the portion of the report submitted, or your conclu- 
sions and recommendations based upon it, I wish to point out that my inquiries 
disclose that the representatives of your office were given complete access to 
Convair’s files relating to contract AF33(600)-31174 and detailed answers to 
any and all questions which they presented to Convair personnel, and that these 
representatives conducted their inquiries at Convair’s offices during a period of 
several months starting around June 1957. 

Much might be written on the subject of the complex character and beyond- 
the-state-of-the-art requirements of the supersonic all-weather interceptor air- 
craft involved in the instant contract. Similarly, much might be said as to the 
skill and ingenuity and efficiency with which procurement under this contract 
was effectuated. Suffice it to say that Convair is proud of its accomplishment 
and of the resultant savings as to the Government. 

Again, attention may appropriately be directed to the studied limitation of 
the cost inquiries of your representatives to but a part of the contractor’s task 
and cost and risk under the subject contract, and to the failure of the report 
to set out the fact that on a contract involving (as to airplanes alone) over 
$00 million, with an estimated profit factor of 8 percent, the indicated overall 
cost Variant (with some added costs still undertermined) appears to be approxi- 
mately 2.4 percent, and the profit variant 0.56 percent. On a fixed price contract, 
itis submitted that this result indicates a very accurate and very efficient price 
hegotiation accomplishment on the part of both contractor and the Air Force. 

However, detailed development of these factors, as well as detailed comment 
upon the report draft and your conclusions therefrom become unnecessary in 
light of certain basic factual errors which appear in the report. 

Two points will suffice for the present. 
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At page 2 of the report, beginning with line 6, the gist of the basis for the 
report’s criticism is stated in the following language: 

“This proposal included estimated material and subcontract costs totaling 
about $151,513,000.” 

(Convaik Nore.—This reference is to contractor’s initial proposal of costs 
limited to material and subcontract costs on 562 F-102A’s and 63 TF-102’s, 
The exact amount of this part of the proposal was $151,512,738. ) 

The report then goes on to assert: 

“The Air Force reduced this estimate by about $2,684,000 during negotiations, 
However, our findings * * * show that further substantial reductions in the cost 
estimates should have been effected.” 

If we now turn to the contract record and the contractor's negotiating files, 
we find that in respect to the limited area under discussion; i.e., material and 
subcontract costs, the contractor’s original cost estimate of $151,512,738 was 
negotiated down—not the amount of $2,684,000 asserted by the report of your 
representatives—but no less than $13,546,779. The documentation which estab. 
lishes this fact is to be found, inter alia, in a letter and exhibits attached thereto, 
dated October 19, 1956, sent by contractor to Commander, Air Materiel Com. 
mant, attention: MCPRFC, Mr. T. E. Readnower, Wright-Patterson Air Force 
Base, Ohio. 

And if we refer to total airplane costs instead of the limited segment which is 
reflected in the report, we find that contractor's total cost estimate of $327,465,- 
109 was reduced in negotiation to $307,881,000—a reduction not of $2,684,000 
but of $19,584,109. Hence, even if the letter referred to above had not been 
examined by your representatives, the overall contract prices disclosed on their 
face the major error and omission of the draft report. 

Turning to a second point, selected from the latter portion of the report, the 
following assertion appears at page 9, beginning with line 1: 

“The contractor added about $2,238,000 to the estimated cost of material and 
subcontracts—because the Air Force reduced the quantity of TF—102A airplanes 
to be procured from 131 to 63 during target price negotiations. These price 
increases should not have been included in the target price—.”’ 

The facts are that initially contractor proposed manufacturing material and 
subcontract costs totalling $2,238,284 by reason of the reduction in quantity of 
the TF-102A airplanes. What the report omits is the fact that this entire 
amount was eliminated from the cost proposal by the negotiations. 

Since the report as presently drafted (to the extent made available to con- 
tractor) is patently in gross error, it follows that any conclusions or recom- 
mendations based thereupon cannot be accepted as valid. Accordingly, this con- 
tractor finds no reason to give further consideration to your proposal for con- 
tract revision beyond the provisions now operative in contract AF33 (600)-31174. 

Yours very truly, 
J. V. Natsu, President. 


APPENDIX B 


HEADQUARTERS AIR MATERIEL COMMAND, U.S. Arr FOorcE, 
Wright-Patterson Air Force Base, Ohio, January 28, 1959. 

Address reply to the attention of : MCPF. 

Subject: Action on recent GAO reports. 

To: MAAMA (240), MOAMA (155), OOAMA (75), OCAMA (145), SMAMA 
(100), SAAMA (100), SBAMA (135), WRAMA, (100), ROAMA (35), 
Memphis AFD (35), Dayton AFD (35), LMP (Hq AMC) (75), BMC (50), 
MATS (15), ATC (15), ARDC (50). 

Attention: (AMA’s) Director of Procurement and Production, (AFD’s) Director 
of Procurement and Production, (BMC) Director of Procurement, (ASC) 
Chief, Contract Support Office, (MATS) Commander, (ATC) Commander, 
(ARDC) Deputy for Resources. 

1. In several recent reports on major prime contractors, the General Account- 
ing Office has alleged, in general, that the latest and significant cost and pricing 
information on subcontracted materials, available and in some instances known 
to contractors’ negotiators at the time of negotiations, was not furnished to the 
Air Force negotiators. 

2. This problem has been reviewed with considerable concern because of the 
high incidence of these reports. On January 6, 1959, letters were sent to 28 
major Air Force prime contractors and to 3 industries associations outlining the 











prot 
acti 
puyi 
(d 
time 
whi 
plet 
tion 
(I 
revi 
to A 
(¢ 
tern 
plisl 
com 
to tl 
3. 
that 
(a 
plac 
Jani 
has 
(1 
not 
num 
brie 
(¢ 
tlem 
(¢ 
tion: 
(¢ 
trac 
or a 
requ 
4, 
pers 
for 
thro 
have 
thor 
com] 
neg 
adm 
tion 
and 
5. 
conc 
cent 
shou 
that 
cont: 
this 
man 
mor 
cour 
6. 
quir 
not | 
7. 
dist 
on 1 
with 





id 

















WEAPONS SYSTEM MANAGEMENT 717 


problem and requesting that certain actions be taken (see enclosure 1). Three 
actions, as follows, are required of major Air Force prime contractors in which 
puying personnel of your command will be involved. 

(a) Review of pricing information furnished Air Force negotiators at the 
time of negotiation of targets on redeterminable and incentive contracts, on 
which final settlement has not occurred, to determine that it was current, com- 
plete, and correct. Note that this review does not encompass pricing informa- 
tion Which became available to the companies after the conclusion of negotiations. 

(b) Negotiation of an adjustment of targets or making of refunds, should the 
review disclose that current, complete, or correct information was not furnished 
to Air Force negotiators. 

(c) Execution of a certificate on each contract which is an incentive or rede- 
terminable type and not finally settled to the effect that the review was accom- 
plished, and the information at the time of negotiation was found to be current, 
complete, and correct, or that it was not found so and consideration was given 
to this fact in contractor’s proposal for adjustment of targets (see enclosure 2). 

8. In view if the requirements set forth in the above paragraph, it is requested 
that the following complementary actions be taken by your command: 

(a) Identify the incentive and redeterminable contracts which have been 
placed by your command for which final settlements have not occurred by 
January 6, 1959. Contract negotiations for which a cost and pricing certificate 
has been executed to paragraph 8-S11(b) of the AFPI’s are exempt. 

(b) Forward a list of these contracts to his headquarters, attention: MCPF, 
not later than February 27, 1959, showing the following information: Contract 
number, type of contract, target dollars which will be considered for review, 
brief description of item, and identification of contractor and contracting facility. 

(c) Advise contractors now that certificates will be required before final set- 
tlement can be effected (see enclosure 2). 

(d) Negotiate, if appropriate, adjustments to targets prior to entering negotia- 
tions for any final settlement and/or arrange for refunds. 

(e) Obtain applicable certification from contractors’ negotiators for each con- 
tract involved, either at the completion of negotiations designated in 38(d) above 
or at the time the determination is made by contractors that no negotiations are 
required because current, complete, and current data was furnished. 

4. General Accounting Office reports should not be viewed by procurement 
personnel of your command as a censure of their efforts to obtain the best price 
for the Government. Instead, they should be considered as training mediums 
through which essential lessons can be derived. For example, the reports which 
have been referenced above illustrate that procurement personnel must make a 
thorough analysis of contractors’ proposals and be in possession of current, 
complete, correct, contract prices, and that information available to the entire 
negotiating team, normally composed of the procurement contracting officer, the 
administrative contracting officer, the price analyst, quality control and produc- 
tion personnel, industrial engineers, and auditors, must be thoroughly examined 
and related. 

5. Though the General Accounting Office reports referenced above have been 
concerned with situations which have occurred under redeterminable and in- 
centive type contracts, it should not be concluded that other types of contracts 
should be preferred because of these reports. This headquarters firmly believes 
that the circumstances surrounding each procurement should dictate the type of 
contract Which is most appropriate. It should be noted, in this connection, that 
this headquarters favors a greater usage of incentive-type contracts because 
many of the contracting requirements associated with specific procurements are 
more readily met by this type of contract, and lower overall costs are en- 
couraged, the benefits of which are passed on to the Government. 

6. Reports control symbol AMC-N146 (OT) is assigned to the reporting re- 
quirement in paragraph 3(b) above on a one-time basis, due in this headquarters 
not later than February 27, 1959. 

7. Sufficient copies of this correspondence and inclosures are forwarded for 
distribution to all ACO’s, PCO’s, and price analysts as a matter of information 
on major procurement actions of the command affecting day-to-day contracts 
with contractors’ negotiators. 

W. R. GRAALMAN, 
Colonel, USAF, Deputy Director/Procurement, Directorate of Pro- 
curement and Production 
(For the commander). 


40113—59——HA6 
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HEADQUARTERS, AIR MATERIEL COMMAND, 
U.S. AIR Force, 
Wright-Patterson Air Force Base, Ohio, January 6, 1959. 
Address reply to the attention of MCP. 


Dear Mr. ———— ————: In several recent communications from the Genera] 
Accounting Office, we have noted an unusual number of allegations that, on 
certain redeterminable and incentive contracts, contractors’ negotiators may not 
have furnished us current, complete, and correct cost data regarding the con- 
tracted material contained in the price proposals. Because of this trend, | 
believe that a problem of mutual concern exists. 

Historically, in negotiations of prices, the Air Force necessarily has relief to 
some extent on the accuracy of the representations made by contractors regard. 
ing the data furnished in support of their proposals. This is consistent with 
normal business practice. I am sure you will agree, we should avoid any situa- 
tion which might adversely affect this practice. However, its continuance de- 
pends, to a very large degree, on the assurance to us that contractors are fur. 
nishing current, complete, and correct cost and pricing data before and during 
negotiations. 

We believe it to be the management policy of Air Force contractors that their 
negotiators will furnish such data in connection with price negotiations. How- 
ever, the failure of negotiators to carry out managements’ policy of full dis. 
closure leaves both of us open to criticism and challenges the validity of our 
negotiating practices. 

It is obvious that industry management must assure a full implementation 
and an understanding of the spirit and intent of the policy to furnish Air Force 
negotiators with current, complete, and correct pricing information. Although 
the allegations of the General Accounting Office pertain primarily to subcon- 
tracted material, the principle in question applies equally as well to the other 
several elements contained in price proposals. Accordingly, I request that you 
have a review conducted of the pricing information furnished Air Force ne- 
gotiators at the time of negotiation of targets on redeterminable and incentive 
contracts, on which final settlement has not occurred, to determine that it was 
current, complete, and correct. Should your review disclose discrepancies, we 
would like to meet with you to discuss the adjustment of targets or the ar- 
rangements of refunds. 

In the meantime, as a complementary effort, I am now requiring my negotia- 
tors to obtain from your contract negotiators certificates applying to such con- 
tracts for which prices are being finalized. Certificates will state, in effect, that 
cost and pricing data furnished at the time of prior negotiation of targets have 
been reviewed and found current, complete, and correct. 

I sincerely desire that we exert efforts now to resolve the problem which is 
challenging us and would appreciate hearing from you on the results of your 
review and any suggestions you have. 

Very truly yours, 





W. O. SENTER, 
Major General, USAF, Director of Procurement and Production. 


(This letter sent to Aircraft Industries Association of America, Inc., 
Electronic Industries Associations and National Security Industrial 
Association :) 

JANUARY 6, 1959. 

DrarR Mr. ———— ————: Recently the General Accounting Office has brought 
to our attention an unusual number of instances alleging that contractors’ ne 
gotiators have made incomplete or incorrect representations regarding material 
estimates contained in their price proposals. This has disturbed me consider- 
ably because of the serious implications which may be drawn from this situation 
and of the consequences which may result. 

As you know, we have been placing a substantial amount of reliance on rep- 
resentations made to us during negotiations by contractors’ negotiators in estab- 
lising contract prices. I am sure you will agree with me that it is to our mutual 
benefit to strengthen our negotiating relationship to the point where we can 
continue to rely on such contractors’ representations. 
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Major General Senter has brought this matter to the attention of our major 
prime contractors and I have attached a copy of his letter for your information. 
Your support in this matter is essential. 

Sincerely, 
E. W. RAWLINGS, 
General, USAF, Commander. 


CERTIFICATE No. 1 


I certify that a review has been conducted of the cost and pricing informa- 
information used to establish targets under Contract No. ~------- dated 
OO see and has determined that current, complete, and correct cost and 
pricing information available to the company was used in preparing (insert 
name of company) proposal No. (insert identification of proposal) and that 
eyrrent, complete, and correct cost and pricing information available to the 
company had been furnished Air Force negotiators prior to conclusion of negoti- 
Pon CONGUCLER O02 2o. 5s cu, 


(Title) 


CERTIFICATE No. 2 
I certify that a review has been conducted of the cost and pricing informa- 
tion available to insert (name of company) in establishing targets for proposal 
No. (insert identification of proposal) dated  ~...--.....---.--.-- and all cost 
and pricing information available to the company prior to conclusion of con- 
tract negotiations. It has been determined that more current, complete, and 

correct cost and pricing information was available. 
| further certify that (insert name of company) proposal No. insert identi- 
en Or DroOnoeal) GatOG. ....-:54..suuse reflects the adjustment ap- 
propriate to the target previously negotiated and that all cost and pricing data 
available to the company during the preceding negotiations were considered 
in making this adjustment and were furnished to the Air Force negotiators dur- 

ing negotiations conducted on ~..-..-..-.-------. 


(Title) 

Mr. Powers. That completes the Comptroller General’s report to the 
Congress, Mr. Chairman, on the results of the review under this 
contract. 

Mr. Courtney. Mr. Chairman, I have a question. 

Mr. Heénerr. Mr. Courtney. 

Mr. Courtney. Just to summarize. 

Mr. Powers, I read from your report this conclusion, that the only 
accomplishment in the negotiations so far as the $151 million item is 
concerned, which includes purchased parts, was to change certain items 
that were percentage items or — increases in price, and for 
certain items of labor and assembling—that in the negotiations no 
change was made in the prices of purchased parts as proposed; is that 
right ¢ 

Mr. Powers. That is substantially correct, Mr. Courtney. 

Mr. Courrnry. Now at the time of these negotiations—let us first 
fx the method by which the profit was to be determined. I read your 
report to say that there was a flat overall 8-percent profit negotiated 
into the contract; is that right ? 

Mr. Powers. That is right, sir. 

Mr. Courtney. And on April 30, 1956, when the target price was 
to be fixed by these negotiations to which you have referred, the com- 
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pany was to receive an additional 20 percent, representing the differ. 
ence between the negotiated target price and the final fixed prices as 
determined at the conclusion of the contract ? 

Mr. Powers. I believe the negotiations took place during July and 
August ; that is correct. 

Mr. Courtney. July and August ? 

Mr. Powers. Yes, sir. 

Mr. Courtney. But anyway, the point at which this target price 
was fixed, was in the middle of 1956? 

Mr. Powers. That is right. 

Mr. Courtney. All deliveries have now been made under the con- 
tract ¢ 

Mr. Powers. That is correct. 

Mr. Courrney. But there has been no adjustment of these prices? 

Mr. Powers. The final price has not been negotiated. 

Mr. Courtney. Now, then, I understand your report to state also 
that the Air Force negotiators did not use the Government auditors 
who were in the plant at the time the negotiations were taking place 
to review and examine the contractor’s price proposal ¢ 

Mr. Powers. Yes, sir; for projected costs. 

Mr. Courrnery. For projected costs. And these auditors, by assign- 
ment, happened to be Navy auditors; did they not ? 

Mr. Powers. At that time I think that is right; yes, sir. 

Mr. Courtney. Now, one further question. Do we understand that 
the Government was billed—if you will turn to the top of page 13. 

Your report states that the spare parts included up to this point 
were 21 percent obsolete on the date that the target price was to be 
ealled. That is April 30, 1956; is that right ? 

Mr. Battery. This was in the cost reduction program analysis, which 
was a listing of parts to be used on the airplane, showing the down- 
ward trend of certain of the costs of these parts. It was not part of 
the proposal, Mr. Courtney 

Mr. Courtney. It was not part of the proposal. 

Mr. Baitey. No, sir. But it was a cost-reduction program analysis 
showing the trend of prices on parts and did include for this particular 
contract indications of the prices that were being paid under this 
contract for these specific parts. It was in this analysis which in- 
cluded the obsolete or other items—not in the proposal made by the 
contractor. 

Mr. Courtney. Not in the proposal ? 

Mr. Battery. Yes, sir. 

Mr. Courtnry. Now, the answer of Convair to you is a letter dated 
October 19, 1956. 

Mr. Batrry. Yes, sir. 

Mr. Courtney. When did that letter come to the attention of the 
Air Force, do you know, or did it ever come to the attention of the 
Air Force? 

Mr. Battery. Well, the Air Force received the letter. This letter 
of October 19, 1956, was in their files. 

Mr. Courtney. Now, then, your audit shows that not only was the 
original pricing proposal based on figures that were not supported 
by existing contracts but that this second letter, followi ing the nego- 
tiations, is not supported in the same way; isn’t that right ? 
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Mr. Battery. There are no details supporting this letter, Mr. Court- 
ney. It is simply a schedule, with some few backup schedules show- 
ing amounts, but no explanation as to the differences. 

Mr. Courtney. As to where the differences, if any, occurred. 

Mr. Battery. Yes; or support for these figures. 

Mr. Courrnrey. Mr. Hammond? 

Mr. Hammonp. We asked Convair for support for those figures 
and they were unable to furnish it. 

Mr. Courtney. So far, there has been no support furnished for 
these figures, of allegedly different costs ? 

Mr. Battery. That is right. 

Mr. Harpy. Well, may I inquire right there? 

[did understand that your Air Force figures support the breakdown 
which you have given the committee ? 

Mr. Battey. This is right. 

Mr. Harpy. And the total adds up to the same figure? 

Mr. Battery. Yes, sir. 

Mr. Harpy. So that the Air Force has their documentation detailed 
as to the specific items which go to make up this thirteen and approx- 
imately half a million dollars 

Mr. Battery. Yes, sir. 

Mr. Harpy (continuing). Whereas Convair simply stated that it 
had to do with parts and subcontracts, but has given no support for it. 

Mr. Battery. They simply submitted figures, Mr. Hardy. I have it 
right here. ‘They simply submitted a list of figures showing different 
amounts than is shown in the Air Force record of negotiations. 

However, as you say, the Air Force record of negotiations does 
contain an explanation of how they treated these figures and why they 
made certain adjustments that were made. 

Mr. Harpy. But they both add up to the same final figure. 

Mr. Battry. The same total; yes, sir. 

Mr. Harpy. The Air Force has its broken down and supported, 
and Convair does not. 

Mr. Battery. That is correct, sir. 

Mr. Harpy. There is not much trouble in finding out which one is 
more reliable. 

Mr. Héserr. Mr. Courtney. 

Mr. Courrnry. I do not have anything further—oh, yes, just this 
one further question. 

Then the additional explanation or answer is that the differences 
which you have discovered of some $12 million ordered in materials 
alone—not labor or other costs of that kind—would result in an excess 
profit, or an unearned profit, of $3,400,000. 

Mr. Battery. Yes, sir. 

Mr. Courtney. Now, Convair’s explanation, as I read it—and cor- 
rect me if I am wrong—is that this doesn’t amount to much because 
it only amounts to a little over one-half of 1 percent on the contract. 
But that just happens to be $3,400,000. 

Mr. Battery. Yes, sir. 

Mr. Courrnry. And if the same carelessness were to be carried 
through the performance of the whole contract, and just that little 
one-half of 1 percent were carried over, that would be, roughly, as I 
compute it, $8 million on this contract, just because there was no 
Inquiry into the purchased parts. Isn't that right? 
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Mr. Batrey. I think that is about right. 

Mr. Courtney. Well, that is a conclusion of mine. The facts, J 
hope, are correct. 

I have no further se 

Mr. Powers. I think, insofar as this contract would be concerned, 
under the assumptions you laid, that $8 million would be an excessive 
projection. Because the total contract was only roughly, as I recall, 
$490 million. 

Mr. Courrney. Anyway, it would be a lot more than $314 million, 

Mr. Powers. Yes, sir. 

Mr. Courtney. Which is at the point at which we have opened and 
audited the books, is that right ¢ 

Mr. Powers. Yes, sir. 

Mr. Courtney. I have no further questions. 

Mr. Heserr. Mr. Hess. 

Mr. Hess. I would just like to ask one question, Mr. Powers. 

Did you have any difficulty getting cooperation from the contractor 
in this case, in making your audit ? 

Mr. Powers. Mr. Hess, in making our audit under this contract, 
we were given complete access and cooperation, to all of Convair’s 
files. We had absolutely no problem. 

However, subsequent to the submission of our draft on this report 
to Convair, and in connection with our more recent and current exam- 
inations and audits, specifically on the B-58 program and on the 
Atlas intercontinental ballistic missiles program, we have been denied 
and refused access to the same and necessary type of information that 
we need to need to carry out our statutory responsibilities to the Con- 
gress. 

Mr. Hess. What reason was given by Convair for that, for that 
change of attitude? 

Mr. Powers. The matter has been discussed, and also been the sub- 
ject of extensive correspondence between not only the officials of 
Convair but also the chairman of the board and president of the Gen- 
eral Dynamics Corp. 

Locally, we were informed by the officials at both the San Diego 
and the Fort Worth divisions of Convair that we were not entitled to 
certain types of information that we formerly had been given access 
to, and that we could only limit our examinations and audits to ree- 
ords involving historical costs and data. 

The officials of Convair have stated that it is their opinion that we 
could not get into the bases and support of the estimates that are 
used to carry on some of the Government business on certain types of 
data. 

Mr. Hess. Was this the first time that a request of this kind has 
been made and been denied by any contractor ¢ 

Mr. Powers. No, sir. 

We have had, as you know, and as we have reported to the com- 
mittee—we had a similar situation with, I believe, two or three other 
contractors. In the case of one—the General Motors Corp., 2 wire 
was sent by the chairman of this committee to the president of 
General Motors Corp. resulted in their revising their position on giv- 
ing us access to such records, and we obtained the information neces- 
sary to conduct our audits. 
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Mr. Hess. Mr. Chairman, I think a similar wire should be sent 
to this corporation, 

Mr. Harpy. In connection with that ? 

Mr. Hess. Yes. 

Mr. Harpy. Could I inquire as to what legal course of action is 
available to the General Accounting Office under this sort of a cir- 
cumstance ¢ 

Now, certainly there is a statutory requirement that these con- 
tractors make their records available. 

Mr. Keuier. Mr. Hardy, if I may answer that? 

As Mr. Powers pointed out, our differences with Convair and Gen- 
eral Dynamics have extended over a period of several months. They 
culminated in June or July, during which there was an exchange of 
letters, in which we thought we were to be given access to the mate- 
rial that we needed. 

Subsequent to that time, we have been denied access to records which 
we have requested. This has been a rather recent development. 

It would be my position that we again reopen our negotiations with 
the officials of General Dynamics and with Convair. But if they 
are not resolved, I think quite properly we could ask the Attorney 
General to go into court to request a mandatory injunction for the 
production of the records. 

Mr. Harpy. Is that all you can do? Is there no punitive action you 
can take against the official who refuses to honor your request ? 

Mr. Keer. I do not believe so, Mr. Hardy. 

Mr. Harpy. Then maybe the chairman would consider the issuance 
ofa subpena’ Which would provide punitive action. 

Mr. Ketirr. Could be. 

Mr. Hépserr. In that connection, Mr. Keller, as I understand it, no 
Government records are involved. No executive department records. 
These are contractor records. 

Mr. Ketier. These are contractor records and all records, in our 
opinion, are pertinent to the contracts under production, or under 
performance, by the contractor. 

Mr. Hess. Is there a provision in the contract authorizing you to 
go into them ? 

Mr. Kewuer. Yes, sir. 

Mr. Powers. Mr. Chairman, we have prepared a statement of the 
entire problem that we have had gaining access to Convair’s records. 
With your permission, I would be glad to insert this in the record, or 
toread it into the record, whatever your desires may be. 

Mr. Héperr. I would insert it in the record, Mr. Powers, because 
it is of considerable length and boils down to the one point, that you 
asked for the records and they said “No.” 

Mr. Powers. Yes, sir. 

(The prepared statement above referred to is as follows :) 

Access TO ReEcorDS RELATED TO DEPARTMENT OF THE AIR FORCE PRIME CONTRACTS 

AND SUBCONTRACTS WITH GENERAL DYNAMICS CoRP., CONVAIR DIVISION, SAN 

Direo, CALIF., AND Fort WortH, TEX. 


General Dynamics Corp., Convair Division (Convair), San Diego, Calif., and 
Fort Worth, Tex., is a major supplier of missiles, airplanes, and other items 
under Department of the Air Force negotiated prime contracts and subcon- 
tracts. 
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However, Convair has denied both the Air Force and the General Accounting 
Office access to records which are required by law and by the contracts negotiated 
thereunder to be furnished. 

Situations in which Convair has denied access to records related to Air Force 
prime contracts and subcontracts are summarized below. 
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BOEING AIRPLANE CO. SUBCONTRACTS WITH CONVAIR 


Convair, Fort Worth, denied the representatives of the Air Force accesg 
to its files in support of its proposal for forward price projections applicable 
to price redeterminable subcontracts with Boeing Airplane Co., Wichita, Kans, 
under fixed-price incentive prime contract AF 33 (600) -—32864. 

On November 26, 1957, Convair submitted to Boeing its proposal for pricing 
89 shipsets of B-52 outboard wing and vertical fin assemblies procured by 
Boeing under prime contract AF 33 (600)—82864. 

The Air Force contracting officer at the Boeing, Wichita division, requested 
the resident Air Force auditor at Convair to submit an advisory audit report 
on incurred costs and projected costs applicable to Convair’s price proposal, 

No difficulties were experienced by Air Force audit personnel in examining 
Convair’s records relating to historical cost data presented in the proposal. 

However, by letter of December 16, 1957, Convair formally declined the request 
of the resident Air Force auditor to make available all significant data, assump 
tions, and factors used in the development of the projected costs included in 
the proposal. 

Convair stated, in part, in its letter: 

“In reference (b) meeting Convair advised that as a matter of principle 
it could not comply with the Air Force resident auditor's request. Basically, 
an estimate represents an informed judgment on the part of management as 
to a future event. Since the estimate is in effect simply management's best 
judgment as to what future costs will be, Convair believes that the data on 
which the estimate was formulated are not susceptible to audit in the usual 
sense and that the basis on which the estimate was compiled is more properly a 
subject for discussion between the negotiating parties at the time of negotia- 
tion.” 

Advising the Air Force contracting officer at Boeing, Wichita division, of the 
position taken by Convair, the resident Air Force auditor requested further 
instructions by letter dated December 17, 1957, and suggested that two alterna- 
tives were available to his office: 

(a) Prepare an advisory audit report limited solely to comments ap- 
plicable to incurred costs; or 

(6) Prepare a report containing, in addition to comments applicable to 
incurred costs, cost estimates based upon projections developed inde 
pendently by the Air Force auditors and based entirely upon basic data 
available to the auditors. 

In response to this request, the Air Force contracting officer at Boeing, Wichita 
division, on December 28, 1957, instructed the resident Air Force auditor at 
Convair to prepare an audit report which included cost estimates based upon 
projections developed independently by Air Force auditors. 

An audit report was prepared on January 24, 1958, by the Air Force resident 
auditor at Convair in compliance with the request of the Air Force contracting 
officer at Boeing, and contained cost estimates based on projections developed 
independently by the Air Force auditors. 

However, the Air Force records of its negotiations with Boeing, held in Jan- 
uary and February 1958 to establish the target price for prime contract AF 
33 (600 )—-82864, stated that “* * * The audit report was of little or no value 
in assisting the negotiator to arrive at a reasonable estimate for the Convair 
subcontract.” 

We brought this matter to the attention of the Assistant Secretary of the Air 
Force (Materiel) by letter dated March 7, 1958. (See app. A.) 

We stated that we believed that the administrative agency could not satis- 
factorily review and evaluate Convair’s proposed forward prices without 
access to the contractor’s detailed supporting data, and that the Department of 
the Air Force should request Convair to furnish the basic data in support of 
the prices being proposed in order that the agency audit service might fulfill 
its responsibility to furnish the Air Force contracting officer at Boeing Airplane 
Co., Wichita division, with an evaluation of the contractor's price proposal. 
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We also stated that we believed that the Department of the Air Force should 
rescribe standard contract clauses for the use of the contracting officers which 
set forth clearly the right of the Government to obtain from contractors and 
subcontractors the bases for their forward pricing projections and whatever 
other information is reasonably necessary to satisfy agency representatives 
that contractors’ proposed vrices are fair and reasonable. 

The Assistant Secretary udvised us by letter dated May 29, 1958 (see app. B), 
that Convair had refused to make available certain data relating to the develop- 
ment of projected costs and, in lieu thereof, an audit report was prepared on 
January 24, 1958, by the Air Force resident auditor at Convair that contained 
cost estimates based on projections developed independently by the Air Force 
auditors. 

The Assistant Secretary stated that this audit report was furnished Boeing 
for use in negotiation of the subcontract, and that Convair’s proposed price of 
$23,417,557 for the 89 wings and 89 fins was finally negotiated by Boeing on 
March 26, 1958, at $20,078,000. 

In commenting on the relationship of the Air Force to its subcontractors, the 
Assistant Secretary stated: 

“Sound procurement practices and procedures in subcontracting are the re- 
sponsibilities of management of prime contractors, and the Air Force must and 
does rely upon such management to perform this important procurement func- 
tion efficiently and well. We do, however, retain a measure of control through 
surveillance over the prime contractor’s purchasing system. In addition, our 
procedures recognize the importance of pricing in the case of major subcon- 
tracts under price redeterminable and cost-type contracts. We agree that ade- 
quate price and cost data must be obtained from the contractor and subcon- 
tractor to effectively monitor the contractor’s purchasing system and the major 
subeontracts involved.” 

He also stated that on May &, 1958, the Air Force contracting officer had re- 
quested data showing methods and basis used by the contractor and the sub- 
contractor to support each element of projected costs in arriving at the nego- 
tiated prices, and that upon receipt of such data the contracting officer would 
have it evaluated by the Air Force auditors. 

In response to the Air Force contracting officer’s request, on July 3, 1958, 
Convair furnished a brochure identified as “Convair’s Method of Preparing 
the 89 Shipset Bid.” 

The resident Air Force auditor reported that this brochure was largely a 
general statement of methods used in preparing the proposal rather than 
specific support and application of the methods, and that the information made 
available by Convair in this brochure was considered insufficient to adequately 
support the proposal. 

The Air Force auditor further reported that his office was advised by a repre- 
sentative of Convair management that no additional support data relevant to the 
cost esimates beyond that contained in the brochure would be made available to 
the Air Force auditors. 


AIR FORCE PRIME CONTRACTS WITH CONVAIR FOR B-58 AIRPLANES 


During our current examination of selected activities related to performance 
under Air Force cost-plus-incentive-fee contracts AF 33(600)-—21250 and AF 
33(600)-32841 with Convair, Fort Worth division, for B—58 airplanes and re- 
lated equipment, we were denied access to records in two broad areas of con- 
tract planning and performance; namely, engineering and procurement of sub- 
systems. 

The Air Force established Convair, Fort Worth division, as weapons system 
manager for the design, development, and production of B-58 airplanes under 
negotiated cost-plus-incentive-fee contracts. 

Total costs for the B-58 program incurred by the Government as of Decem- 
ber 31, 1958, under the contracts with Convair, Fort Worth division, exceeded 
$1 billion, including fees to Convair of about $49 million. 

We understand that the Convair, Fort Worth division, is engaged entirely in 
the performance of Government defense contracts. 

Under these contracts, the Government bears all costs claimed for reimburse- 
ment by Convair, provided the claimed costs are determined to be allowable costs 
in accordance with the Armed Services Procurement Regulation, section 15. 

The Government is interested in the contract costs claimed for reimbursement, 
and, further, is interested in the efficiency with which the contracts are 
performed. 
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Although prime responsibility for the evaluation of these matters under nego. 
tiated contracts rests with the contracting agencies, the Congress has charged the 
General Accounting Office with responsibility for reviewing the agencies’ dis. 
charge of their responsibilities, and has expressly provided that the Genera] 
Accounting Office have the right to examine the contractors’ records relating to 
contracts awarded by negotiation procedures. 

Officials at Convair contended that (1) our examination of records in the areas 
of engineering and procurement of subsystems was outside our statutory author. 
ity, and (2) the records which we requested were not basic cost records and did 
not support cost vouchers, but were meant solely as planning and controlling 
devices which were confidential and privileged information of the contractor. 

The importance of the records in these areas of contract performance js 
summarized below : 

(a) Engineering.—Preliminary information as of December 31, 1958, indicated 
that engineering costs of approximately $100 million had been incurred and 
charged to the Government under contracts 21250 and 32841. It is, therefore, 
necessary to determine whether— 

(1) The costs were incurred for tasks related to the B—-58 program. 

(2) Convair exercised adequate controls (a) to assure economical expen 
diture of Government funds, and (0b) to safeguard the interests of the 
Government. 

(b) Procurement of subsystems.—Preliminary information as of December 31, 
1958, indicated that subcontract costs amounting to about $450 million had been 
incurred in the procurement of B-58 subsystems from 13 major subcontractors 
under contracts 21250 and 32841. The Government’s interest requires a deter- 
mination of whether— 

(1) Convair obtained effective competition prior to its selection of sub- 
eontractors, or if competition was not obtained, Convair took other appro- 
priate action to assure that costs to the Government were fair and reason- 
able. 

(2) Convair exercised adequate controls over its subcontractors (a) to 
assure timely development and delivery of reliable subsystems, and (b) to 
otherwise safeguard the interests of the Government. 

In order to make such determinations and to properly review the propriety 
and reasonableness of the charges to the Government, it is necessary for us 
to have access to all records relating to the costs borne by the Government. 

In these two areas the contractor denied us access to such basic records 
as: 

1. Engineering planning, cost and control data. 

(a) Engineering performance reports. 

(b) Three-year cost to complete reports. 

Since these data are prepared by the contractor, they are presumably im- 
portant to proper control and administration of these activities and are thus 
of direct importance to the Government which bears the cost of these activi- 
ties. 

2. Proposals or bids by prospective subcontractors or vendors, and vendor 
evaluation files. 

We understand that these records include information related to the bases 
for Convair’s evaluation of cost proposals and production capabilities, and selec- 
tion of subcontractors for 1558 subsystems. Clearly, these relate to costs 
borne by the Government. 

3. Procurement files, including correspondence and subcontractors’ monthly 
status reports, related to Convair’s purchase orders with its subcontractors. 

These records should normaly contain information relating to the controls 
exercised by Convair over its subcontractors, and reasons why some subsys- 
tem subcontractors have been reimbursed for costs substantially in excess 
of the costs originally estimated. Their pertinence to our examination of the 
protection afforded the Government's interests is readily apparent. 

Convair, Fort Worth, officials advised us that, in denying access to these 
records, they were acting on advice of counsel from the main office at San 
Diego. 
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By letter of June 4, 1959 (see appendix C), we stated our position in this 
matter to the president, General Dynamics Corp., as follows: 

“The position of the General Accounting Office is— 

(1) That all books, documents, papers, and other records relating to 
the costs borne by the Government under negotiated contracts are records 
relating directly to the contracts and to the Government’s financial in- 
terest ; 

(2) That such books, documents, papers, and other records are not 
limited to the formal cost accounting records and their suporting data, 
put include all underlying data concerning contract activities and opera- 
tions which afford the basis for or are involved in any way with the in- 
eurrence of costs by the contractor that have been, or will be, reimbursed 
directly or indirectly by the Government ; 

(3. That the data which we requested concerning contract activities and 
operations relating to engineering and procurement of subsystems, as well 
as the formal accounting support for costs, are data pertinent to costs 
borne by the Government; and 

(4) That therefore all such books, documents, papers, and other records 
and underlying data are subject to examination by the General Account- 
ing Ofhce under its statutory responsibility and authority to examine 
activities and related costs under negotiated contracts. 

The Government’s interest is particularly direct and pronounced under the 
est-reimbursement type contracts here involved, since Convair may claim 
reimbursement for all costs determined to be allowable costs in accordance 
with the Armed Services Procurement Regulation, section 15. 

“Accordingly, we respectfully request that you authorize the responsible 
officials at Convair to make available to the General Accounting Office, as re- 
quired, all hooks, documents, papers, and other records directly pertinent to the 
contracts, which include, but are not limited to, records in support of (1) 
target-cost proposals and negotiations, (2) purchasing and subcontracting, 
(3) engineering, production, and administration, (4) direct and indirect costs 
charged or allocated to the contracts, and (5) any other information necessary 
for us to review the reasonableness of contract costs and the adequacy of the 
protection afforded the Government’s interests. 

“It is requested that you advise us within 15 days with respect to your decision 
tomake these records available for our examination.” 


CONVAIR SUBCONTRACTS WITH THE EMERSON ELECTRIC CO. 


In connection with our review of the B-58 program, we also made an examina- 
tion at the Emerson Electric Co., St. Louis, Mo., of subcontracts awarded by 
Convair. Emerson was instructed by Convair, Fort Worth, to deny us access 
to certain records relating to these subcontracts. Specifically, we requested 
copies of two letters and enclosures which Emerson had forwarded to Convair 
with copies to the St. Louis Air Procurement District. On June 9, 1959, Emerson 
wired Convair for permission to furnish these documents to us. Convair replied 
on June 12, 1959, that “* * * this is the type of data that we do not loan or 
make available.’ Since Convair has subsequently revised its position, we have 
instructed our field office to repeat our request for the documents previously 
denied us. 


AIR FORCE PRIME CONTRACTS WITH CONVAIR FOR ATLAS INTERCONTINENTAL 
BALLISTIC MISSILES 


During our current examination of selected activities related to performance 
under Air Force cost-plus-a-fixed-fee contract AF 04(645)-4 with Convair 
Astronautics Division for Atlas intercontinental ballistic missiles, we were 
denied access to records and information in the areas of production and delivery 
of missiles, purchased parts, and activation of test facilities. The total esti- 
mated cost incurred by the Government for the Atlas program as of December 
31,1958, was about $600 million, including fees to Convair. 

The following paragraphs illustrate, but by no means are all of, the specific 
instances in which pertinent records and information were denied us. 

1. In our review of missile deliveries under the contract, we found that missile 
TA was accepted by the Air Force on November 27, 1957, in an incomplete condi- 
tion, about 11 months behind schedule. In February 1959 the missile was still 
in storage at the Convair plant. This matter was discussed with Convair offi- 
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cials and specific questions were presented to determine (1) whether the produe- 
tion of missile 7A was affected by either the termination of test stand 1-2 at 
Edwards Rocket Base or the termination of certain A and B series missiles (2) 
whether the planned use of missile 7A was changed as a result of such termina. 
tion(s), (8) whether a new or revised series A flight test plan was issued as a 
result of the termination(s), and (4) any other reasons for the delay in delivery 
of missile 7A. 

We were told at the time that no problems were anticipated in obtaining the 
information requested. Later, however, Convair advised us that the information 
would not be furnished because it was not related directly to costs reimbursable 
under the contract. 

2. In our attempt to determine the reasons for delays in missile deliveries, we 
requested information on specific parts shortages to determine the extent of 
shortages and the effect of parts shortages on missile deliveries and to evaluate 
the actions taken by Convair to resolve this problem with its vendors. We were 
advised that all shortage reports with the exception of the most current ones 
had been destroyed but that summary reports were maintained by the contrae- 
tor. Contractor officials stated that the summary reports on shortages were 
considered private data and would not be made available to us informally, but 
that we could submit a formal request in writing for the reports. Upon request 
for the specific titles of the summary reports, we were told by a Convair official 
that he had so many reports he didn’t know where to start. 

We explained that we were interested specifically in comparing the dates cer- 
tain parts were needed with actual dates of delivery of the parts. 

We were advised with respect to six specific parts we had under considera- 
tion that all of them had been late in delivery but that none had delayed sched- 
uled missile tests. We were unable to obtain information as to whether the late 
delivery of parts caused delays in missile production. 

With respect to specific parts selected by us, we requested information from 
Convair as to the quantity of parts required, the dates deliveries were scheduled, 
and the dates the parts were actually received by Convair. We were advised 
that this information was available in Convair’s files and that it would be 
summarized for us. 

Later, however, we were advised that the delivery information proved to be 
incomplete and could not be released because it did not present an accurate 
story. We then requested references to specific purchase orders so that de 
livery information might be obtained from another source. This was refused 
since, according to Convair officials, the requested information does not pertain 
to contract costs. 

3. With respect to test facilities, preliminary information obtained by us indi- 
eated that Convair experienced delays in activation of certain of the test stands. 
Our initial request for information on this problem resulted in a statement by 
Convair that, while the information was available in their files, it would not be 
released to us because the files also contained information on past and future 
planning, which data could not be made available. 

However, Convair agreed to prepare a statement highlighting the reasons for 
delay. Subsequently, we were furnished a statement on these delays by a 
Convair official. 

In an attempt to obtain clarification and more detailed information on some 
of the points included in the statement, we were advised that under the policy 
established by Convair the additional information requested could not be made 
available to us. 

Without complete and factual information on contractual matters, as set out 
above, we were not in a position to evaluate objectively Convair’s performance 
under the contract nor to discharge properly our responsibility to the Congress 
to ascertain whether the work under the contract was being performed in an 
efficient and economical manner and whether the costs incurred were reasonable. 

Convair officials advised us that in their opinion the right of access by the 
General Accounting Office does not extend to managerial information such as 
budgeting, planning, estimating, and other reports prepared for company man- 
agement since this is considered privileged information. The vice president and 
general counsel of Convair advised us at meetings held on March 3, 1959, and 
again on March 19, that he would not authorize the release of any information 
to the General Accounting Office relating to the management, or what he referred 
to as company affairs, which he considered to be privileged information. 
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By letter of June 22, 1959 (see app. D), we brought this matter to the atten- 
tion of the president, General Dynamics Corp. We restated our position with 
respect to access to records related to Government contracts as set forth in our 
letter of June 4, 1959 (see app. C), and requested that we be advised within 
9 weeks of the contractor’s decision in regard to making these records available 
for our examination. 

CONTRACTOR’S ACTION 


On July 8, 1959, Mr. R. B. Watts, vice president and general counsel of Convair, 
visited this office and informally advised us that the records we had previously 
requested would be made available to us. Subsequently, on July 24, 1959, Mr. 
Frank Pace, Jr., chairman of the board, General Dynamics Corp., advised us 
that although the types of information being requested were not being requested 
of other members of the airframe industry, the contractor would furnish us the 
data we had requested, and that it was the policy of General Dynamics Corp. 
to respect any review procedure established pursuant to law and in effect in the 
industry. (See app. E.) 


REPLY TO CONVAIR LETTER OF JULY 24, 1959 


In our letter of August 18, 1959, to the chairman of the board, General 
Dynamics Corp (see app. F), we pointed out to him that we had not requested 
from Convair types of information not requested from other members of the 
airframe industry, but that for several years we have been requesting and 
receiving from airframe contractors, and other contractors with the Department 
of Defense records and other data similar to those we requested from Convair. 
In fact, certain records similar to those to which we were denied across had 
been made available to us by Convair previously. 

We further stated that the specific data and records required for your exami- 
nation of any particular contractor’s actiivties are determined by the circum- 
stances related to the procurement and the nature of our audit. 

As these circumstances differ, so may our requests for records and data differ, 
and our requirements for access to such records are based, pursuant to law, not 
on any general requirements but on the specific contracts involved. 


GENERAL ACCOUNTING OFFICE STILL BEING DENIED ACCESS TO RECORDS OF CONVAIR 
FORT WORTH DIVISION 


Immediately following the receipt of the letter from Mr. Pace, chairman of 
the board of General Dynamics Corp., we renewed our requests at the Convair, 
Fort Worth division, for the records and data previously denied us. 

In spite of the letter of July 24, 1959, from Mr. Pace advising us that we 
would be furnished the data which we had requested, we are still being refused 
access to some of the records relating to engineering planning, cost, and control 
data which have been denied us for many months and which were requested by 
our letter of June 4, 1959, to General Dynamics Corp. 

On August 17, 1959, we specifically requested the comptroller, Convair, Fort 
Worth division, to make these records available to us. 

He stated that he has no authority to furnish us these records because they 
contain estimated costs to complete as well as costs actually incurred, and he, 
therefore, refused to make the records available for our review. 

Further, he stated that officials of General Dynamics Corp. and of the Convair 
division had not interpreted our June 4, 1959, request for access to records to 
include records which contained estimated costs as well as actual costs, and 
that it never was the intention of the contractor to make available to the 
General Accounting Office any records which include cost estimates until after 
the contracts have been completed. 


ASTRONAUTICS DIVISION, SAN DIEGO, CALIF, 


Following receipt of the July 24 letter from Mr. Pace, we again requested 
from the Convair Astronautics Division the specific data which had previously 
been denied us. 

However, certain reports again have been denied us on the premise that they 
Were prepared as an internal operating tool for management and were not for 
distribution to outsiders. 
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In connection with our review of specific parts shortages, we learned that q 
“Critical Item Status Report,” which includes information on parts which had 
delayed missile production, is prepared but is retained for only a short period 
of time. The information contained in this report, however, is summarized in g 
“Weekly Program Control Report.” To determine if this report contained 
information relative to the specific parts shortages we were interested in, we 
oe requested and were furnished a copy of the report for each of 4 different 
weeks. 

Our review of these reports disclosed that they contained data on problems 
and their solutions for all phases of the Atlas program including charts of 
scheduled installation dates for certain critical parts on specific missiles and 
the availability of these parts to meet the scheduled installation date, flight ang 
captive test program analyses, and information on the activation of test stands, 

To obtain data relating to the specific parts shortages and to consider Convair’s 
performance in expediting delivery of these parts, we requested access to addi- 
tional “Weekly Program Control Reports.” Convair officials, however, advised 
that such reports would not be made available to us because they were prepared 
informally for the use of Convair management. 

The action of Convair officials in adhering to the policy of denying us access to 
records directly related to the Air Force procurement programs cited above 
prevented us from effectively carrying out our responsibilities over a period 
of several months and resulted in unnecessary cost to this office and thus to 
the Government in conducting our examination of these programs. 


APPENDIX A 


GENERAL ACCOUNTING OFFICE, 
DEFENSE ACCOUNTING AND AUDITING DIvIsIoN, 
Washington, D.C., March 7, 1952. 
Hon. DupLey C. SHARP, 
Assistant Secretary of the Air Force (Materiel). 


Dear Mr. SHarp: The General Accounting Office has reviewed selected opera- 
tions of General Dynamics Corp., Convair Division, Fort Worth, Tex., in the 
performance of subcontracts awarded by Boeing Airplane Co., Wichita, Kans., 
under the B-52 airplane program. 

General Dynamics Corp., Convair division, has denied the representatives of 
the Department of the Air Force access to its files in support of its proposal 
for forward price projections applicable to subcontracts with Boeing Airplane 
Co. under prime contract AF 33 (600 )-82864. 

Our review disclosed that on November 26, 1957, Convair submitted to Boeing 
its proposal for pricing the last 89 shipsets of B-52 outboard wing and vertical 
fin assemblies procured by Boeing under prime contract AF 33(600)-32864. 
The contracting officer at the Boeing, Wichita division, requested the resident 
Air Force auditor at Convair to submit an advisory audit report on incurred 
costs and projected costs applicable to Convair’s price proposal. No difficulties 
were experienced by Air Force audit personnel in examining Convair’s records 
relating to experienced cost data presented in the proposal. 

However, by letter of December 16, 1957, Convair formally declined the re- 
quest of the resident Air Force auditor to make available all significant data, 
assumptions, and factors used in the development of the projected costs. Con- 
vair stated, in part, in its letter: 

“In reference (b) meeting Convair advised that as a matter of principle 
it could not comply with the Air Force resident auditor’s request. Basically, 
an estimate represents an informed judgment on the part of management as 
to a future event. Since the estimate is in effect simply management’s best 
judgment as to what future costs will be, Convair believes that the data on 
which the estimate was formulated are not susceptible to audit in the usual 
sense and that the basis on which the estimate was compiled is more properly 
a subject for discussion between the negotiating parties at the time of 
negotiation.” 

Advising the contracting officer at Boeing, Wichita division, of the position 
taken by Convair, the resident Air Force auditor requested further instructions 
and suggested that two alternatives were available to his office: 

(a) Prepare an advisory audit report limited solely to comments ap 
plicable to incurred costs; or 








a) 
for 


va 
po 
Co 
or 
col 


ste 
cle 
tré 
fol 
tra 


wo 








ata 
had 
Tiod 
ina 
ined 


, We 
rent 


ems 
s of 
and 
and 
nds, 
ir’ 

ddi- 
ised 
ired 


S to 
0Ve 
riod 
3 to 


era- 
the 
nS., 


3 of 
sal 
ane 


ing 
ical 
364. 
lent 
red 
ties 
rds 


ata, 


/ON- 


iple 
lly, 

as 
est 


ual 
rly 
of 


ion 
ons 








WEAPONS SYSTEM MANAGEMENT 


731 


(b) Prepare a report containing, in addition to comments applicable to 
incurred costs, cost estimates based upon projections developed inde- 
pendently by the Air Force auditors and based entirely upon basic data 
available to the auditors. 

The contracting officer at Boeing, Wichita, on December 28, 1957, instructed 
the resident Air Force auditor at Convair, as follows: 

The Armed Services Procurement Regulations, paragraph 3-809, recognizes 
that pricing techniques are concerned mainly with estimates of future costs 
and that administrative audit services should report on cost trends and other 
jnformation applicable to prospective pricing proposals. 

An independent projection on the part of the Government could not be ex- 

ted to give adequate recognition to all pertinent factors because representa- 
tives of the Government cannot, as a practical matter, acquire sufficient knowl- 
edge of the contractor’s operations to place themselves on a par with the con- 
tractor’s management. 

However, this does not lessen the Government’s responsibility to eyaluate the 
probability of the incurrence of costs anticipated by the contractertihid to test 
the reasonableness of the contractor’s projections. 

For example, the Government’s independent evaluation could not give recog- 
nition to information normally not available to it, such as anticipated rate in- 
creases, and management decisions affecting production efficiencies. These facts 
are generally not ascertainable from an analysis of historical costs even 
though historical costs do play an important part in estimating their effect on 
future costs. 

Moreover, a contractor may include in forward-pricing proposals contingency 
allowances which have no direct relationship to historical cost and which can 
only be evaluated through knowledge of the contractor’s basis of computation. 

Aside from the above, it would be a time-consuming duplication of effort for 
the Government to prepare independently an analysis of cost trends and develop 
a projection of costs when the contractor's own projection should be available 
for review and evaluation. 

The administrative agency cannot satisfactorily review and evaluate Con- 
yair’s proposed forward prices without access to the contractor’s detailed sup- 
porting data. We believe that the Department of the Air Force should request 
Convair to furnish the basic data in support of the prices being proposed, in 
order that the agency audit service may fulfill its responsibility to furnish the 
contracting officer at Boeing Airplane Co., Wichita division, with an evaluation 
of the contractor's price proposal. 

We believe further that the Department of the Air Force should prescribe 
standard contract clauses for the use of the contracting officers which set forth 
clearly the right of the Government to obtain from contractors and subcon- 
tractors the bases for their forward-pricing projections and whatever other in- 
formation is reasonably necessary to satisfy agency representatives that con- 
tractors’ proposed prices are fair and reasonable. 

In order that we may promptly discharge our reporting responsibilities, we 
would appreciate having your comments on this matter by April 15, 1958. 

Sincerely yours, 

C. M. Batrey, Assistant Director. 


APPENDIX B 


DEPARTMENT OF THE AIR FORCE, 
OFFICE OF THE ASSISTANT SECRETARY, 
Washington, May 29, 1953. 
Mr. C. M. BAILey, 
Assistant Director, Defense Accounting and Auditing Division, General Account- 
ing Office. 

Dear Str: I refer to your letter of March 7, 1958, in regard to the review by 
General Accounting Office of selected operations of General Dynamics Corp., 
Convair division, Fort Worth, Tex., in performance of subcontracts awarded 
by Boeing Airplane Co., Wichita, Kans., under the B-52 airplane program. More 
specifically, your letter states that General Dynamics Corp., Convair division, 
has denied the representatives of the Department of the Air Force access to its 
files in support of its proposal for forward-price projections, applicable to sub- 
contracts with Boeing Airplane Co., under prime contract AF 33(600)-32864. 
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Sound procurement practices and procedures in subcontracting are the Te 
sponsibilities of management of prime contractors, and the Air Force must and 
does rely upon such management to perform this important procurement func. 
tion efficiently and well. We do, however, retain a measure of control through 
surveillance over the prime contractor’s purchasing system. 

In addition, our procedures recognize the importance of pricing in the Case 
of major subcontracts under price redeterminable and cost-type contracts. We 
agree that adequate price and cost data must be obtained from the contractor 
and subcontractor to effectively monitor the contractor’s purchasing system and 
the major subcontracts involved. 

In the case cited in your letter, the contracting officer at Boeing Airplane Co, 
requested an audit of Convair’s proposal, before negotiations were started be 
tween Boeing and Convair. No difficulties were encountered until Convair 
was requested to make available certain data relating to the development of 
projected costs. Convair refused to make the data available to the Air Force 
auditor. In lieu thereof, an audit report was prepared on January 24, 1958, by 
the Air Force resident auditor at Convair, in compliance with the request of the 
contracting officer at Boeing, and contained cost estimates based on projections 
developed independently by the Air Force auditors. This report was furnished 
Boeing for use in the negotiations of the subcontract. Convair’s proposal for 
89 wings and 89 fins was $23,417,557, which was finally negotiated by Boeing 
on March 26, 1958, to $20,078,000. The administrative contracting officer has, 
on May 8, requested data showing the methods and basis used by the contractor 
and subcontractor, to support each element of projected costs, in arriving at the 
negotiated prices. Upon receipt of such data, the contracting officer will have 
it evaluated by the Air Force auditors. 

You have also recommended that the Air Force prescribe standard clauses de 
signed to obtain data related to forward pricing. I am informed that the 
Armed Services Procurement Regulation Committee is in the process of pre 
paring standard price redetermination clauses, applicable to the three military 
departments, which will contain an appropriate provision covering this subject. 

I appreciate the opportunity of submitting to you the foregoing comments, 

Sincerely yours, 
DupbLeyY C. SHARP, 
Assistant Secretary of the Air Force. 


APPENDIX C 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, D.C., June 4, 1959. 
B-118695. 
Mr. EARL JOHNSON, 
President, General Dynamics Corp., New York, N.Y. 


DEAR Mr. JoHNSON: The U.S. General Accounting Office is making an examina- 
tion of selected activities of General Dynamics Corp., Convair division, Fort 
Worth, Tex., related to its performance of contracts awarded by the Depart- 
ment of the Air Force. Our examination is being made pursuant to the Budget 
and Accounting Act, 1921 (31 U.S.C. 53), the Accounting and Auditing Act of 
1950 (31 U.S.C. 67), and the authority of the Comptroller General to examine 
contractors’ records, as set forth in 10 U.S.C. 2313(b). 

The Department of the Air Force, under cost-plus-incentive-fee contracts AF 
33 (038)-21250 and AF 33(600)-32841, established Convair as weapons systems 
manager for the design, development, and production of B-58 airplanes and re 
lated equipment. Costs incurred by the Government under these contracts as 
of December 31, 1958, exceeded $1 billion, including fees to Convair of about 
$49 million. We understand that the Convair, Fort Worth division, is engaged 
entirely in the performance of Government defense contracts. 

During our current examination of the above-cited contracts, we have been 
denied access to records in two broad areas of contract planning and performance, 
namely, engineering and procurement of subsystems. Officials of Convair contend 
that (1) our examination of these records is outside our statutory authority and 
(2) the records which we requested are not basic cost records and do not sup- 
port cost vouchers, but were meant solely as planning and controlling devices 
which are confidential and privileged information of the contractor. Our interest 
in these matters and in the records denied us is summarized below. 
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(a) Engineering. ‘ 
preliminary information indicates that engineering costs of approximately 


$100 million have been incurred and charged to the Government under contracts 


and 32841. Itis, therefore, necessary to determine whether— 

(1) The costs were incurred for tasks related to the B-58 program. 

(2) Convair exercised adequate controls (a) to assure economical expendi- 
ture of Government funds and (0) to safeguard the interests of the 
Government. 

(b) Procurement of subsystems. 
Preliminary information indicates that subcontract costs amounting to about 
million have been incurred in the procurement of B—58 subsystems from 13 
major subcontractors under contracts 21250 and 32841. The Government’s in- 
terest requires a determination of whether— 

(1) Convair obtained effective competition prior to its selection of sub- 
contractors, or, if competition was not obtained, Convair took other appro- 
priate action to assure that costs to the Government were fair and reasonable. 

(2) Convair exercised adequate controls over its subcontractors (a) to 
assure timely development and delivery of reliable subsystems and (b) 
to otherwise safeguard the interests of the Government. 

To properly review the propriety and reasonableness of the charges to the 


| Government, it is necessary for us to have access to all records relating to 
| the costs borne by the Government. In these two areas the contractor has 





> 


denied us access to such basic records as— 

(1) Engineering planning, cost, and control data. 

(2) Proposals or bids by prospective subcontractors or vendors. 

(3) ‘’endor evaluation files. 

(4) Procurement files, including correspondence and subcontractors’ 
monthly status reports, related to Convair’s purchase orders with its sub- 
contractors. 

Since these documents have a direct bearing on the costs borne by the Govern- 
ment for engineering and subsystems procurement activities, they are obviously of 
direct interest to the Government. 

The purpose of this letter is to request your cooperation and the recission of 
the corporation policy under which we are being denied access to records 
required by law and contracts negotiated thereunder to be furnished this Office 
in the performance of our contract audit responsibilities. 

As you know, the inability to predict the cost of developing and producing 
many items required for military purposes, and particularly for the newer 
developments such as the B-58 airplane, makes it impracticable in many in- 
stances for the Government to award its contracts on a formal advertised com- 
petitive basis. Negotiated contracts, including the cost-plus-incentive-fee-type 
contracts awarded to Convair, are used to provide reasonable protection to 
both the Government and the contractor in circumstances where reasonably re- 
liable estimates of the cost of the items cannot be made. 

Since in many instances contracts for military items cannot be awarded on 


» the basis of full and free competition under advertised bid and award pro- 


cedures, which is the preferred method of Government procurement, the Con- 
gress has provided for the examination by the General Accounting Office of con- 
tractors’ records relating to these negotiated contracts. This interest of the 
Congress in negotiated contracts stems from the lack of full and free competi- 
tion and from the Government’s participation in the costs incurred. 

Under the contracts for the B-58 airplanes the Government bears all costs 
daimed for reimbursement by Convair, provided the claimed costs are deter- 
mined to be allowable costs in accordance with the Armed Services Procure- 


’ ment Regulation, section 15. The Government is interested in the reasonable- 


hess of the contract costs claimed for reimbursement, and, further, is interested 
in the efficiency with which the contracts are performed. Although prime re- 
sponsibility for the evaluation of these matters rests with the contracting agen- 
ties, the Congress has charged the General Accounting Office with responsibility 
for reviewing the agencies’ discharge of their responsibilities, and has expressly 
provided that the General Accounting Office have the right to examine the 
contractor’s records relating to contracts awarded by negotiation procedures. 
— Law 245 dated October 31, 1951 (41 U.S.C. 254(c)), provides as fol- 
ows: 

“(e) Examination of books, records, ete., of contractors; time limitation. 

“All contracts negotiated without advertising pursuant to authority contained 
in this Act shall include a clause to the effect that the Comptroller General of 
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the United States or any of his duly authorized representatives sh: 
expiration of three years after final payment have access to and 
examine any directly pertinent books, documents, papers, and records Of the 
contractor or any of his subcontractors engaged in the performance of and jy. 
volving transactions related to such contracts or subcontracts.” 

The legislative intent in the enactment of Public Law 245 is evidenced by the 
following statement made on the floor of the House of Representatives by ¢ 


ull until the 
the right ty 





é : 4 “ On- 
gressman Hardy—Congressional Record, October 15, 1951, page 13197: 
“* * * At the present time the General Accounting Office does get to see many | 


contrators’ books and records. I am advised that in 9 out of 10 cases con. | 
tractors voluntarily make their records available for inspection by GAO upon 
request- This has been going on for years, and I have heard of no single jp. | 
stance where the GAO has violated its trust, or has used the information g& | 
cured form the contractors’ books for other than the authorized duties of the 
General Accounting Office. 

“This brings up another point. As I have indicated, the authority contained 
in this bill is really only necessary to cover those cases where the contractors 
refuse to permit the General Accounting Office to inspect their books and ree 
ords. As I have already pointed out, the vast majority of contractors do make 
their books available on a voluntary basis when requested. Thus, this bill would 
affect that comparative few contractors who now refuse the agent of the Cop. 
gress permission to see their records. It would be compulsory upon them. | 
seems logical to me to suppose that there is greater need for the GAO to see the 
records of those few who do not wish to make them available on a voluntary 
basis than it is to see the records of those who readily comply. To put it 
bluntly, those with nothing to hide have nothing to fear by opening their books 
to the General Accounting Office.” 

The above-cited cost-plus-incentive-fee contracts awarded by the Department 
of the Air Force to Convair, Fort Worth division, include the standard records | 
clause set forth in the Armed Services Procurement Regulation for cost-rein- 
bursement type contracts. Excerpts from this clause follow: 


“RECORDS 


“(a)(1) The contractor agrees to maintain books, records, documents, and 
other evidence pertaining to the costs and expenses of this contract (herein- 
after collectively called the ‘records’) to the extent and in such detail as will 
properly reflect all net costs, direct and indirect, of labor, materials, equipment, | 
supplies and services, and other costs and expenses of whatever nature for which 
reimbursement is claimed under the provisions of this contract. * * * 

(2) The contractor agrees to make available at the office of the contractor 
at all reasonable times during the period set forth in subparagraph (4) below, 
any of the records for inspection, audit, or reproduction by any authorized rep- | 
resentative of the Department or of the Comptroller General.” 

The position of the General Accounting Office is (1) that all books, documents, 
papers, and other records relating to the costs borne by the Government under } 
negotiated contracts are records relating directly to the contracts and to the 
Government’s financial interest; (2) that such books, documents, papers, and 
other records are not limited to the formal cost accounting records and their sup- 
porting data, but include all underlying data concerning contract activities and 
operations which afford the basis for or are involved in any way with the incur- 
rence of costs by the contractor that have been, or will be, reimbursed directly 
or indirectly by the Government; (3) that the data which we requested concern- 
ing contract activities and operations relating to engineering and procurement 
of subsystems, us well as the formal accounting support for costs, are data per- 
tinent to costs borne by the Government; and (4) that therefore all such books, 
documents, papers, and other records and underlying data are subject to exami- 
nation by the General Accounting Office under its statutory responsibility and 
authority to examine activities and related costs under negotiated contracts. | 
The Government's interest is particularly direct and pronounced under the cost- 
reimbursement type contracts here involved, since Convair may claim reimburse 
ment for all costs determined to be allowable costs in accordance with vail 
Armed Services Procurement Regulation, section 15. 








Accordingly, we respectfully request that you authorize the responsible officials ' 


at Convair to make available to the General Accounting Office, as required, all 
books, documents, papers, and other records directly pertinent to the contracts, 
which include, but are not limited to, records in support of (1) target cost pro 
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sals and negotiations; (2) purchasing and subcontracting; (3) engineering, 
roduction, and administration; (4) direct and indirect costs charged or allo- 
cated to the contracts; and (5) any other information necessary for us to review 
the reasonableness of contract costs and the adequacy of the protection afforded 
the Government’s interests. 

It is requested that you advise us within 15 days with respect to your decision 
to make these records available for our examination. 

Copies of this letter are also being sent today to Mr. Frank Pace, Jr., chair- 
man of the board, General Dynamics Corp., and to Mr, J. B. Naish, president, 
Convair Division, General Dynamics Corp. 

Very truly yours, 
JOSEPH CAMPBELL. 





APPENDIx D 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, June 22, 1959. 
B-118695. 
Mr. EARL JOHNSON, 
president, General Dynamics Corp, New York, N.Y. 

Dear Mr. JoHNSON: The U.S. General Accounting Office is reviewing selected 
activities of General Dynamics Corp., Convair Astronautics Division, San Diego, 
Calif., relating to performance under negotiated cost-plus-a-fixed-fee contract 
AF 04(645) )—4 with the Department of the Air Force. Our examination is being 
made pursuant to the Budget and Accounting Act, 1921 (31 U.S.C. 53), the 
Accounting and Auditing Act of 1950 (31 U.S.C. 67), and the authority of the 
Comptroler General to examine contractors’ records, as set forth in 10 U.S.C. 
2313 (b). 

The purpose of this letter is to request your cooperation in rescinding the 
corporate policy under which we are being denied access to records which are 
required by law and by contracts negotiated thereunder to be made available 
to this office to enable us to properly discharge our responsibility. We made a 
similar request in our letter to you of June 4, 1959, relative to records of the 
Convair Division, Fort Worth, Tex. 

The Convair Astronautics Division is engaged principally in the research, 
development, and production of the Atlas intercontinental ballistic missile for 
the Air Force under contract AF 04(645)—4. At December 31, 1958, the esti- 
mated cost and fixed fee on this contract totaled about $600 million. 

During our current examination of this contract, officials of Convair have 
denied us certain information on, and access to documents and records relating 
to, production and delivery of missiles and purchased parts as well as other 
information relating to the activation of test facilities. We consider that this 
information is necessary to properly evaluate the propriety and reasonableness 
of the charges to the Government. Since Convair is reimbursed from public 
funds on the basis of costs incurred, we have a responsibility to the Congress 
to ascertain whether the work under the contract is performed in an efficient 
and economical manner and whether the costs incurred are reasonable. 

Convair officials have advised us that in their opinion the right of access by 
the General Accounting Office does not extend to managerial information such 
as budgeting, planning, estimating, and other reports prepared for company 
management since this is considered privileged information. 

The vice president and general counsel of Convair advised us at meetings 
held on March 3, 1959, and again on March 19, that he would not authorize the 
release of any information to the General Accounting Office relating to the 
management, or what he referred to as “company affairs,” which he considers 
privileged information. 

The following paragraphs illustrate, but by no means are all of, the specific 
instances in which pertinent information and documents have been denied the 
General Accounting Office. 
¥ In our review of missile deliveries under the contract, we found that missile 
iA Was accepted by the Air Force on November 27, 1957, in an incomplete con- 
dition about 11 months behind schedule. In February 1959 the missile was 
still in storage at the Convair plant. This matter was discussed with Convair 
Officials and specific questions were presented to determine (1) whether the 
production of missile 7A was affected by either the termination of test stand 
1-2 at Edwards Rocket Base or the termination of certain A and B series mis- 
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siles, (2) whether the planned use of missile 7A was changed as a result of such 
termination(s), (3) whether a new or revised series A flight test plan wag 
issued as a result of the termination(s), and (4) any other reasons for the 
delay in delivery of missile 7A. We were told at the time that no problems were 
anticipated in obtaining the information requested. Later, however, Convair 
advised us that the information would not be furnished because it was not re 
lated directly to costs of the contract. 

In our attempt to determine the reasons for delays in missile deliveries, 
Wwe requested information on specific parts shortages to determine the extent 
of shortages and the effect of parts shortages on missile deliveries and to eva}. 
uate the actions taken by Convair to resolve this problem with its vendors, 
We were advised that all shortage reports with the exception of the most cur. 
rent ones had been destroyed but that summary reports were maintained by 
the contractor. 

Contractor officials stated that the summary reports on shortages were con- 
sidered private data and would not be made available to us informally, but that 
we could submit a formal request in writing for the reports. Upon request for 
the specific titles of the summary reports, we were told by a Convair official 
that he had so many reports he didn’t know where to start. We explained that 
we were interested specifically in comparing the dates that certain parts were 
needed with actual dates of delivery of the parts. We were advised with re 
spect to six specific parts we had under consideration that all of them had been 
late in delivery but that none had delayed scheduled missile tests. We were 
unable to obtain information as to whether the late delivery of parts caused 
delays in missile production. 

With respect to specific parts selected by us, we requested information from 
Convair as to the quantity of parts required, the dates deliveries were scheduled, 
and the dates the parts were actually received by Convair. We were advised 
that this information was available in Convair’s files and that it would be 
summarized for us. Later, however, we were advised that the delivery informa- 
tion proved to be incomplete and could not be released because it did not present 
an accurate story. We then requested references to specific purchase orders so 
that delivery information might be obtained from another source. This was 
refused since, according to Convair officials, the requested information does not 
pertain to contract costs. 

With respect to test facilities, preliminary information obtained by us indi- 
cated that Convair experienced delays in activation of certain of the test stands, 
Our initial request for information on this problem resulted in a statement by 
Convair that while the information was available in their files it would not be 
released to us because the files also contained information on past and future 
planning, which data could not be made available. However, Convair agreed 
to prepare a statement highlighting the reasons for delay. Subsequently, we 
were furnished a statement on these delays by a Convair official. In an attempt 
to obtain clarification and more detailed information on some of the points 
included in the statement, we were advised that under the policy established 
by Convair the additional information requested could not be made available 
to us. 

Without complete and factual information on contractual matters, as set out 
above, we are not in a position to evaluate objectively Convair’s performance 
under the contract nor to discharge properly our responsibility to the Congress 
to ascertain whether the work under the contract is performed in an efficient 
and economical manner and whether the costs incurred are reasonable. 

The position of the General Accounting Office is (1) that all books, documents, 
papers, and other records relating to the costs borne by the Government under 
negotiated contracts are records relating directly to the contracts and to the 
Government’s financial interest, (2) that such books, documents, papers, and 
other records are not limited to the formal cost accounting records and their 
supporting data, but include all underlying data concerning contract activities 
and operations which afford the basis for, or are involved in any way with, 
the incurrence of costs by the contractor that have been, or will be, reimbursed 
directly or indirectly by the Government, (3) that the data which we requested 
concerning contract activities and operations relating to production and de- 
livery of missiles and purchased parts and those relating to the activation of 
test facilities, as well as the formal accounting support for costs, are data 
pertinent to costs borne by the Government, and (4) that therefore all such 
books, documents, papers, and other records and underlying data are subject 
to examination by the General Accounting Office under its statutory responsi- 


WEAPONS SYSTEM MANAGEMENT 











bility 
contr 

Th 
cost-r 
purse 
Arme 

We 
to the 
and « 
out ¢ 
the A 

Alt 
reaso 
our | 
Ther: 
quest 
avail 
ment 
other 
and t 
contr 

It 
to mé 

Co 
of tl 
presi 
also 
Fore 


(118 


Mr. . 
Com 


Was 


I ha 
acti 
requ 


time 
view 
cent 
sion 
wert 
airf} 
enur 
divis 
we \ 


that 
purs 
shou 








5, Oo ere 


it 


3i- 











WEAPONS SYSTEM MANAGEMENT 737 


pility and authority to examine activities and related costs under negotiated 
tracts. 

The Government’s interest is particularly direct and pronounced under the 

cost-reimbursement-type contracts here involved, since Convair may claim reim- 

pursement for all costs determined to be allowable costs in accordance with the 

Armed Services Procurement Regulation, section 15. , 

We would like to emphasize that the actions of Convair officials in adhering 
to the present policy of denying us information directly related to the production 
and delivery of the Atlas ICBM have prevented us from effectively carrying 
out our responsibilities and have resulted in seriously delaying our audit of 
the Air Force ballistic missile program. 

Although we have sought to convince responsible officials at Convair of the 
reasonableness and soundness of our requests for the information apart from 
our legal right thereto, we have been unsuccessful in resolving this matter. 
Therefore, as set out in our letter to you of June 4, 1959, we respectfully re- 
quest your cooperation in directing the responsible officials of Convair to make 
available to the General Accounting Office, as required by law, all books, docu- 
ments, papers, and other records directly pertinent to the contract, and any 
other information necessary for determining the reasonableness of contract costs 
and the adequacy of the protection afforded the Government’s interests in the 
contract in question. 

It is requested that you advise us within 2 weeks of your decision in regard 
to making these records available for our examination. 

Copies of this letter are being sent today to Mr. Frank Pace, Jr., chairman 
of the board of directors, General Dynamics Corp., and to Mr. J. B. Naish, 
president, Convair Division, General Dynamics Corp. Copies of this letter are 
also being furnished to the Secretary of Defense and the Secretary of the Air 
Force. 

Very truly yours, 
JOSEPH CAMPBELL. 


APPENDIX E 


GENERAL DYNAMICS CoRP., 
New York, N.Y., July 24, 1959. 
(118695 ) 
Mr. JosepH CAMPBELL, 
Comptroller General of the United States, 
General Accounting Office, 
Washington, D.C. 


Deak Mr. CAMPBELL: Since the receipt of your letters of June 4 and June 22, 
I have had a careful review made of our practices with respect to your audit 
activities and I have also inquired generally into the types of information being 
requested of and furnished by the airframe industry. 

Our own review has indicated that the Convair Division has furnished at all 
times without limitation all types of cost data which have historically been re- 
viewed by your Office. I understand that the areas under discussion have re- 
cently arisen by reason of an extension in your audit techniques. This conclu- 
sion appears to be supported by the fact that many types of information which 
were being requested from us were not being requested of other members of the 
airframe industry. In any event, in response to the specific areas of inquiry 
enumerated in your letters of June 4, 1959 (relating to the Convair, Fort Worth 
division), and of June 22, 1959 (relating to the Convair Astronautics Division), 
we will furnish the data which you have requested. 

With respect to your references to this corporation’s policy, please be advised 
that this corporation’s policy is to respect any review procedure established 
pursuant to law and in effect in our industry. If differences of interpretation 
should arise in the future, I trust that the channels for quickly resolving such 
differences have now been established. 

Sincerely, 
FRANK Paces, Jr., Chairman of the Board. 
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APPENDIX F 


COMPTROLLER GENERAL OF THE UNITED STATEs, 
Washington, August 18, 1959, 
B-118695 
Mr. FRANK PACE, Jr., 
Chairman of the Board, General Dynamics Corp., 
New York, N.Y. 

Dear Mr. Pace: Thank you for your letter of July 24, 1959, advising us that 
you will furnish the data relating to the Convair, Fort Worth division and the 
Convair Astronautics Division which we requested in our letters of June 4 and 
22, 1959, and that it is your corporation’s policy to respect any review procedure 
established pursuant to law and in effect in your industry. We appreciate 
the attention which has been given to this matter by you and the members of 
your organization. 

Your letter indicates your understanding that we have requested from Con- 
vair types of information which we have not requested from other members 
of the airframe industry. We wish to correct this impression. 

For several years we have been requesting and receiving from airframe con- 
tractors, and from other contractors with the Department of Defense, records 
and data of types similar to those we requested from Convair. In fact, certain 
records similar to those to which we were denied access had been made avail- 
able to us by Convair previously. 

The specific data and records required for our examination of any particular 
contractor’s activities are determined by the circumstances related to the pro- 
curement and the nature of our audit. As these circumstances differ, so may 
our requests for records and data differ, and, as we indicated to Mr. R. B. Watts, 
of Convair, during his recent call at the Office, our requirements for access to 
such records are based, pursuant to law, not on any general requirements but on 
the specific contracts involved. 

You can be assured, however, that records and data of the types requested 
of your company have been and are being requested of other companies in the 
airframe industry under similar circumstances and have been determined by us 
to be necessary to the proper discharge of our statutory responsibilities. 

Very truly yours, 
JOSEPH CAMPBELL, 

Mr. Powers. I would like to point out one important thing, Mr. 
Chairman, about this problem, and that is this: 

Notwithstanding the fact that on July 24, 1959, in a letter signed 
by Mr. Frank Pace, Jr., chairman of the board, General Dynamics 
Corp.. that all information which the Comptroller General of the 
United States had requested to be made available to our duly author- 
ized representatives in conducting our examinations under the B-38 
and the Atlas intercontinental ballistic missiles program would be 
made available, we have as recently as this week been denied access to 
the same information that Mr. Pace assured would be made available 
to us. 

Mr. Hépserr. That was in connection with current contracts on Atlas 
and the B-58. 

Mr. Powers. That is correct. 

Mr. Price. Mr. Chairman. 

Mr. Hesertr. Mr. Price. 

Mr. Price. Do you make a distinction there between Mr. Pace’s 
assurance that they would be made available and with your right of 
access, of your own people, to their papers? In other words, their 
auditors would make it available to you. Do you make any distinction 
there? You say since that letter you have been denied access to them. 
So is there a fine point of distinction there, whether or not they would 
make available information which you request but deny personal 
access of your people to go in? 
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Mr. Keuirr. I don’t see any distinction, Mr. Price. I don’t think 
that point has been raised as a distinction. 

Mr. Price. I was trying to get at the failure to recognize the as- 
surance they have given you in this letter that they would be made 
available. 

Mr. Ketter. Frankly, at this point we don’t quite understand what 
has developed since Mr. Pace’s letter. 

Mr. Heverr. Well, is this a similar case to General Motors? 

Mr. Ketter. We think so; yes, sir. 

Mr. Hésert. In view of that, the Chair, with the approval of the 
committee, will send an identical request to Convair, as it sent to 
General Motors in the preceding case. 

Mr. Harpy. Mr. Chairman, before we consider that further, I would 
like to ask one more question. 

I take it the final payment had not been made on these contracts ? 

Mr. Kevier. That is correct. 

Mr. Harpy. Now, the contract itself contains a specific provision 
requiring that all of these records be made available to the General 
Accounting Office; isn’t that correct ? 

Mr. Ketier. That is correct; yes. 

Mr. Harpy. If that provision of the contract is violated, doesn’t the 
General Accounting Office have the power to require that there be no 
further payment made under this contract? Isn’t that a breach ot 


| contract ¢ 








Mr. Ketter. I would like not to give you a positive answer on that 
thismorning, Mr. Hardy. 

Mr. Harpy. Before any further transmission of communications 
takes place, I think it might be worth while to review the possibility of 
cutting off any further payment until they surrender or make avail- 
able all of the documents which the contract requires. 

Mr. Keiier. We would be glad to undertake that. 

Mr. Hézerr. That would be an action that would probably be a 
legal action, too, wouldn’t it, against the contractor? Is that correct, 
Mr, Keller ? 

Mr. Ketirr. No. The way I visualize Mr. Hardy’s suggestion is 
that the General Accounting Office, if we thought it proper, would 
direct the Air Force to make no further payments under this contract 
due to the fact that a provision of the contract was breached. 

Mr. Harpy. That is exactly my suggestion. 

Mr. Ketter. Now, you ultimately could lead into a legal action if 
Convair turned around and sued the United States for amounts due 
under the contract. 

Mr. Harpy. That is all right. Then we would find out where the 
rights are. 

Mr. Hénerr. But the Chair would suggest in this particular case 
full cooperation with the General Accounting Office. The General 
Accounting Office has given full cooperation to this committee, for 
which it is grateful. And these matters have been brought to our 
attention before, where the contractor has refused to give the proper 
records to substantiate his own figures. 

Now, in the case of the General Motors, it was accomplished by one 


communication. This is General Dynamics—another “General.” 


Mr. Hénerr. And there is no difference between the “Generals” 9° 
faras I am concerned. 
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So I, with the approval of the committee—may I suggest that we 
place ourselves at the disposal of the General Accounting Office to 
take whatever action the Genel Accounting Office desires, in order 
to obtain these records? 

Mr. Harpy. Mr. Chairman, I am in complete accord with that 
However, I would suggest that GAO first undertake to see whether or 
not they can accomplish it without 

Mr. Héperr. Yes. In other words, we want to get the records, 

Mr. Harpy. That is right. 

Mr. Hézerr. I don’t care how we get the records. 

Mr. Harpy. That is exactly right. I am in favor of it whole. 
heartedly. 

Mr. Gavin. As matters stand now, you have been denied the infor. 
mation you seek. Are you going to pursue it from that angle further, 





or just what is your procedure from now on ? 

Mr. Keuier. As I explained a little earlier, Mr. Gavin, it would be 
my suggestion that we again attempt to have Convair and Genera] 
Dynamics live up to what we understood their letter said. If that 
fails, then some course of legal action would have to be taken by us, 

Mr. Harpy. I am more concerned with living up to the terms of the 
contract than I am to a letter which somebody wrote. 

Mr. Gavin. Who wrote that letter ? 

Mr. Ketter. The chairman of General Dynamics, Mr. Pace. 

Mr. Gavin. Mr. Pace? 

Mr. Ketter. Yes, sir. 

Mr. Gavin. And he denied you 

Mr. Ketuer. No, sir. He said that we would have access, 

Mr. Gavin. That is right, you would have access. But when you 
attempted to secure the information 

Mr. Ketter. But subsequent to that letter we have been denied 
access on two occasions. 

Mr. Gavin. Then after that, what have you done? 

Mr. Ketrer. That has been a recent development. 

Mr. Gavin. Even if it is a recent development, I think you should 
have contacted or wired Mr. Pace as to why they are taking such action 
denying the information, after Pace stated in his letter that he would 
make it available. Ask him, “Will it be available or not, period.” 
And let’s get an answer from him. 

Mr. Hess. Mr. Chairman, I think we should follow the same course 
that we followed in the General Motors case. 

Mr. Harpy. If it is necessary, by all means. 

Mr. Hess. I think we should follow it, right now. 

Mr. Héperr. In the General Motors case, a communication from the 
committee was directed to the president of General Motors, whose 
reply was that he had no knowledge of any denial for access of the 
records and immediately made them accessible. 

In this case it would be Mr. Pace, who has said in a letter to you 
that the records would be available. I think, following the same pro- 
cedure as we did in the General Motors case as a precedent, we will 








immediately communicate with Mr. Pace, draw it to his attention, | 
and give him the opportunity of answering, whether he is following . 


through on his letter or not. eat} 
Mr. Gavin. And let’s have a report back within the next several 
days here, so we can follow this matter through. 











able 
con¢ 








t we 
®, to 
rder 


that. 


er or 


nole- 


\for- 
ther, 


d be 
era] 
that 
V us, 
f the 


you 


nied 


ould 
tion 
ould 
od.” 


. the 
hose 
the 


you 
pro- 
will 


WEAPONS SYSTEM MANAGEMENT 741 


Mr. H#sert. Yes. And if necessary, of course, a subpena is avail- 

able to the General Accounting Office as far as this committee is 
rned. 

Mfr, Price. Mr. Chairman, I think Mr. Keller inferred that there 

were other cases similar to this, where you were not permitted access 
e records. 

“— Ketter. Well, in addition to the General Motors case—there 

have been one or two others. I believe we have been able to resolve 

every one of them at this point, by gettting access. 

Mr. Price. There is no other case pending besides that ? 

Mr. Powers. No, sir. 

Mr. Kexuer. I am talking about contractors now. 

Mr. Harpy. Mr. Chairman, I have a feeling that the General Ac- 
counting Office will be successful in getting the information. 

Mr. Héperr. Well, the committee will follow the same procedure as 
it did in the General Motors case. If you have any further trouble, 

ou will inform this committee immediately. 

Mr. Kevier. Yes, sir. 

Mr. Hésert. I again assure you that the full facilities of this com- 
mittee are at your disposal to get the records. Because these are 
records we can get. They are not in the executive department. 
There is no statute denying those records to the Congress or to its 
agent. 

Further questions? 

Mr. Hess. No. 

Mr. Hésertr. Anything further? 

Mr. Courrnry. Mr. Chairman, that concludes this phase of the 
hearing. 

May it be noted, of course—have it noted, again for repetition only, 
that the contents of this report and the conclusions of the General 


_ Accounting Office have been made available to and are in the posses- 
sion of the Convair Division of General Dynamics Corp., and their 


on, | 


ving 


eral 





answer is a part of this record. 

Mr. Héserr. Mr. Powers, one final question in that connection. 

The pattern of this particular operation is the same pattern that 
has been explored before and presented to this committee, whereby the 
contractor covers up and submits in effect false figures for negotia- 
tion. 

Mr. Powers. This is an identical case, in our opinion, Mr. Chair- 
man, to some of the others reported to the committee, in which the 
contractor’s target price proposals did not reflect the most recent, 
complete, and accurate information that he had or should have known 
about according to his own records. 

Mr. Héperr. Now as to the participation and activity of the Air 
Force, did the Air Force in this instance accept the figures of the con- 
tractor, as in previous cases ? 

Mr. Powrrs. As shown in our report, Mr. Chairman, the Air 
Foree—— 

Mr. Hézerr. The Air Force did not go behind the figures to sup- 
port the figures ? 

Mr. Powers. That is correct, sir. 

Mr. Hésert. They merely accepted the contractor’s figures? 

Mr. Powers. That is correct, sir. 
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Mr. Hésert. Which is the pattern. 

Of course, this is a mere bagatelle. Only a half of 1 percent, 

Mr. Powers. iWth minor exceptions, Mr. Chairman, the Air Foree 
indicated in its record of negotiation that these figures were base 
upon firm price figures—firm fixed-price orders and commitments | 

Mr. Gavin. The Air Force—what, did you say ? ‘| 

Mr. Powers. The Air Force indicated that it accepted the contra. | 
tor’s figures in this area, since they were based upon, as represented 
by the contractor, firm fixed-price orders and commitments that they | 
had for the purchase of materials and subparts. "| 

Mr. Gavin. How did they know, if they didn’t investigate it and 
audit it and check and recheck and doublecheck ? 

Mr. Powers. They didn’t. 

Mr. Gavrn. I realize they didn’t. But then how ean they make a 
statement that they are accepting it and basing their contentions o 
something hat they didn’t know what they were talking about? 

Mr. Héverr. But they did it. 

Mr. Gavin. They did. I realize they did. Then we should sit here | 
and try to accept that sort of thing? 

_ Mr. H¥rerr. We are not accepting it. And that is the pattem, 
That is why I brought out the pattern. 

And the defense of Convair is a little different to the defense of 
the other people who have been caught—well, I will say—— 

Mr. Price. With their prices up. 

Mr. Héserr. My own expression always is “caught in the eoop 
with the chicken in the hand.” 

Mr. Price. They were caught with their price up. 

Mr. Heverr. With the price up. 

This time when they are caught: “Think nothing about it, a mere 
bagatelle, one-half of 1 percent, but $314 million. That doesn’t 
amount to anything at all.” Loose change and loose money, I think, 
even in these inflationary days. 

Mr. Price. One question, Mr. Chairman. Mr. Keller, in this in- 
stance you were auditing the prime contract ? 

Mr. Ketier. Yes, sir; and I think also we looked at some of the | 
subs—didn’t we? | 

Mr. Battry. We looked at the pricing of the subs. 

Mr. Price. Previous reports made to us earlier in the hearings | 
dealt mostly with the auditing of the smaller contracts, subcontracts. 

Mr. Kerirer. There were primes and subs both, but the prices were 
negotiated by the primes with the subs. There were a number of those 
in previous cases. 

Mr. Price. Would you say here you also did audit some of the sub- 
contracts ? | 

Mr. Ketrrr. To verify the prices quoted by the subs to the prime. | 

Mr. Battry. We didn’t actually go out and examine the subcon- 
tractor’s records in connection with this case. 

Mr. Price. The previous cases, though: They were almost entirely 
audited to the subcontractors ? 

Mr. Battry. They were both primes and subs. Bis’ 

Mr. Powers. I think on our previous cases, Mr. Price, we did in- 
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clude in some cases an audit of subcontractors’ records to review the | 
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reasonableness and accuracy of the prices that were established in 
price negotiations. 

In this particular contract, our review was generally confined to 
an examination of the prices for materials and subcontracts included 
in Convair’s price proposal. So that we did not go out to and make 
an audit of the subcontract costs. 

Mr. Price. So in this way, there is no way to determine whether 
or not the subcontractor also was making an exorbitant profit, as in 
some of the earlier cases that came before us. 

Mr. Powers. The scope of our examination did not extend to make 
any verification of that point that you just made. 

Mr. He&perr. In that connection, Mr. Powers, that Mr. Price has 
raised, doesn’t the prime also receive a profit on the sub ¢ 

Mr. Powers. Yes. 

Mr. Heésertr. Under the terms of the contract. 

Mr. Powers. Yes, sir. 

Mr. Héserr. So this mere half percent could probably go up a 
couple of percentage points. 

Mr. Powers. Well—— 

Mr. Heérerr. If you would include the sub examination, 

Mr. Powers. Well to the extent that any subcontract prices were 
later reduced, after the negotiations were concluded, then the con- 
tractor would benefit by the extent of those reductions in his profit 
participation. ‘ 

Mr. Heperr. Or in any overcharge, too, he would receive a profit on 
the overcharge. 

Mr. Baitry. To the extent the subcontract price might have been 
unrealistic, this is so. 

Mr. Héverr. That is correct. If the subcontractor was overcharg- 
ing, then the prime would receive a profit, which the Government 
will pay under the contract, on the overcharge of the sub. That is 
correct ; isn’t it ¢ 

Mr. Baitey. Yes, sir. 

Mr. Héserr. It goes into the overall picture. 

Well, thank you very much—Mr. Courtney 4 

Mr. Courrnrey. Mr. Chairman, tomorrow the subcommittee will re- 
sume, then, with the conflict-of-interest study, with the Judge Advo- 
cate General of the Navy, followed by the Department of the Air 
Force, with its Assistant Secretary and its Judge Advocate. 

Mr. Héperr. Thank you, gentleman. The committee stands re- 
cessed until tomorrow morning at 10 o'clock. 

(Whereupon, at 11:20 a.m., the subcommittee adjourned to re- 
convene at 10 a.m., Friday, August 21, 1959.) 
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WEAPONS SYSTEMS MANAGEMENT AND TEAM SYSTEM 
CONCEPT IN GOVERNMENT CONTRACTING 


TUESDAY, AUGUST 25, 1959 


Hovsr or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES 
SUBCOMMITTEE FOR SPECIAL INVESTIGATIONS, 
Washington, D.C. 

The subcommittee met at 11 a.m., Hon. F. Edward Hébert (chair- 
man of the subcommittee) presiding. 

Mr. Hésert. The committee will be in order. 

Members of the committee, before we hear from Dr. Porter, the 
committee will go into session on the matter before it, in the area 
of procurement and the weapons system. 

ke the last meeting of the committee on that subject, the General 
Accounting Office testified that it had difficulty in obtaining records 
from the Convair Division of General Dynamics. 

On instructions of the committee, the Chair sent a telegram to Mr. 
Frank Pace, of General Dynamics, and had an exchange of two other 
telegrams, which culminated yesterday in the final one from Mr. Pace. 
In order to keep the record in order, I will ask Mr. Courtney to read 
the exchange of telegrams into the record at this point. 

Mr. Courrney. Mr. Chairman, the first is a telegram to Mr. Frank 
Pace, dated August 20, 1959, which has been previously released. 

Subcommittee for Special Investigations acting under authority of House 
Resolution 19, 86th Congress, has been advised by representatives of General 
Accounting Office that notwithstanding your letter of July 24, 1959, these repre- 
sentatives of the Government have been refused access to records of the Convair 
Fort Worth Division and the Astronautics Division, San Diego, Calif. Sub- 
committee desires immediate statement from you as to what position of your 


company is for such further action as subcommittee may deem advisable. Re- 
quest your answer return wire. 


On the same day there was received from Mr. Pace the following 
telegram, which has also been released : 


This is in reply to your telegram wherein you advise me that representatives 
of the General Accounting Office have testified that they have been refused 
access to records of Convair, Fort Worth, and Convair Astronautics Division, 
notwithstanding my letter of July 24 addressed to Mr. Campbell, the Comptroller 
General. You have requested that I answer by return wire as to what the posi- 
tion of General Dynamics is in this connection. My letter of July 24 addressed 
to Mr. Campbell correctly states General Dynamics’ policy as follows: “This 
corporation’s, General Dynamics’, policy is to respect any review procedure 
established pursuant to law and in effect in our industry.” I have absolutely 
no knowledge that this policy has been violated on the contrary I have taken 
great pains to insist on compliance with this policy and I have had no reason to 
believe that it is not being honored, particularly since I received a letter dated 
August 18 from Mr. Campbell only yesterday thanking me for my letter of 
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July 24 and expressing appreciation for the attention which was given to thi 
matter by me and the members of my organization in addition. In the cunaal 
of the check which I am conducting, I have been advised that no submission 
has been made to Convair general offices pursuant to the procedure referred to 
in my letter of July 24 for resolving differences between General Accountin 
Office representatives and Convair personnel. . 


Signed “Frank Pace, chairman of the board, General Dynamics” 

] ° > . & . 

. The committee then, on August 21, sent the following wire to Mr. 
ace : 


The General Accounting Office has informed the committee that on August 17 
1959, duly authorized representatives of their Dallas regional office again 
requested the comptroller, Convair, Fort Worth division, to make available 
specific records relating to engineering, planning, cost, and control data 
which had previously been denied after a formal request in letter of June 4 
1959, from Comptroller General to General Dynamics Corp. 

Comptroller, Convair, stated that he had no authority to furnish these records 
because they contained estimate to complete as well as cost incurred and he 
therefore refused to make records to GAO representatives for review. Comp- 
troller, Convair, Fort Worth division, further stated to GAO representative 
that officials of General Dynamics Corp. and the Convair division did not 
consider Comptroller General’s request for access to records to include records 
which contained estimated costs as well as actual costs and that it never was 
the intention of contractor to make available to GAO any records which ip- 
cluded cost estimates until after contracts are completed. 

The Comptroller General specifically advised Earl Johnson, president, General 
Dynamics Corp., in his letter of June 4, 1959, that he requires access to engi- 
neering, planning, cost, and contro! data relating to the B-58 program. Your 
letter of July 24, 1959, assured such data would be furnished. Latest refusal 
of your local operating officials on August 17 was not made known to Comp- 
troller General until immediately following transmittal of his letter of August 18 
to you. Approximately concurrent with the above refusal, comptroller and 
manager of long-range planning, Convair Astronautics division, San Diego, 
advised GAO Los Angeles regional office representatives, after discussion with 
Convair vice president and general counsel, that weekly program control reports 
which GAO had requested in order to obtain data reiating to subcommittee’s 
specific parts shortages and Convair’s actions in expediting delivery of these 
parts would not be made available. For these reasons, the subcommittee con- 
siders your reply unresponsive to my wire of yesterday, August 20. Subcom- 
mittee again requests statement from you as to what position of your company 
is with respect to granting AGO access to the within named books, documents, 
records, and files and others pertaining to negotiated Government contracts as 
required by 10 U.S.C. 2313(b). 


Signed “F. Edward Hébert, chairman of Subcommittee for Special 
Investigations.” 

Now, Mr. Chairman, the answer to that wire was received late yes- 
terday, after the close of business. 

It reads as follows (addressed to the chairman) : 


GENERAL DYNAMICS Corp., 
New York, N.Y. 

With reference to the two matters raised in your telegram of August 21, I am 
arranging to see that this information is made available to the General Account- 
ing Office. In addition to this, in order to avoid any future misunderstandings 
I have asked for an appointment with the Comptroller General and his staff to 
meet with me and my staff in order to set up agreed-upon procedures which will 
insure that all proper information is provided to the General Accounting Office. 
As I have advised your committee, there is absolutely no intention on the part 
of this corporation to deny the General Accounting Office access to any records 
to which it is entitled, in fact I personally am fully sympathetic with the need 
for review by Government representatives of pertinent records under public 
contracts and I have been and am prepared to place a liberal interpretation on 
our contract clauses in this regard. 


FRANK PACE, Jr. 
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Mr. Héserr. Now, in connection with the exchange of the corre- 
: i > Sag e 
»ondence With Mr. Pace, the Chair wants to note that Mr. Pace has 
gated that there was— 
yo intention on the part of this corporation to deny the General Accounting 
pfice access to any records to which it is entitled— 


ind he goes on to state as you have heard that he, personally, was— 


| filly sympathetic with the need for review * * * pertinent records under 


public contracts * * *, 

[am convinced that Mr. Pace himself had no knowledge of actions 
of the comptroller and manager of the Convair Astronautics Division 
of San Diego and of the Convair vice president and general counsel 


| at San Diego. 








I think Mr. Pace has acted with commendable promptness and 
risdom, Once the subject was brought to his attention by this sub- 
committee. 

Mr. Pace has advised us that he has an appointment for himself 
and staff to meet with the Comptroller General and GAO staff mem- 
pers on September 1 to come to a full understanding on the relation- 
ship of the GAO with divisions of General Dynamics Corp. 

This is the second time that denial of access to contractors’ records 
has come before this subcommittee. I think it well to state that the 
subcommittee will use every resource and every bit of authority at its 
command to trace every dollar of public expenditures in Government 
contracts. This we owe to the public and this we are determined 
todo. 

[hope that the wise action of Mr. Pace and of the General Motors 
Corp.'s = sometime ago will set a pattern for open and fair 
dealing between defense contractors and Government. 

And I want it also noted that the subcommittee is both determined 
and prepared for any eventuality. 

Any comment, members of the committee ? 

(No response. ) 

Mr. Héverr. Well, the committee will stand in recess subject to 
all of the Chair. 

(Whereupon, at 11:15 a.m., the subcommittee adjourned to re- 
wnvene at the call of the Chair. ) 
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APPENDIX I 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, September 30, 1959. 
Hon. F. Epwarp Hésert, 
Chairman, Subcommittee for Special Investigations, 
Committee on Armed Services, 
House of Representatives. 


DeaR Mr. CHAIRMAN: Enclosed for the use of your subcommittee is a copy 
of our report to the Congress on examination of the pricing of certain Depart- 
ment of the Air Force subcontracts awarded to Telecomputing Corp., Whittaker 
Controls Division, Los Angeles, Calif., by General Motors Corp., Allison Divi- 
sion, Indianapolis, Ind. 

The report discloses that unreasonably high prices were accepted for valves 
for J-71 jet engines because Telecomputing was not required by Allison or the 
Air Force to furnish cost information in support of prices quoted even though 
effective competition was lacking. 

As a result of our findings and recommendations in this instance and in 
several other similar instances, the Air Force has issued instructions to its 
procurement personnel which should, if properly executed, make unlikely a 
repetition of the pricing deficiencies disclosed by our examination of the sub- 
contracts awarded to Telecomputing by Allison. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, September 30, 1959. 
B-133189 
Hon. SAM RAYBURN, 
Speaker of the House of Representatives. 


DeAR Mr. SPEAKER: Enclosed is our report on examination of the pricing of 
certain Department of the Air Force subcontracts awarded to Telecomputing 
Corporation, Whittaker Controls Division, Los Angeles, California, by General 
Motors Corporation, Allison Division, Indianapolis, Indiana. 

The report discloses that unreasonably high prices were accepted for valves 
for J-71 jet engines because Telecomputing was not required by Allison or the 
Air Force to furnish cost information in support of prices quoted even though 
effective competition was lacking. 

As a result of our findings and recommendations in this instance and in 
several other similar instances, the Air Force has issued instructions to its 
procurement personnel which should, if properly executed, make unlikely a 
repetition of the pricing deficiencies disclosed by our examination of the sub- 
contracts awarded to Telecomputing by Allison. 

This report is also being sent today to the President of the Senate, and copies 
are being furnished to the Secretary of Defense and the Secretary of the Air 
Force. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 
Enclosure. 
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REPORT ON EXAMINATION OF THE PRICING OF CERTAIN DEPART.- 
MENT OF THE AIR FORCE SUBCONTRACTS AWARDED TO TELE- 
COMPUTING CORPORATION, WHITTAKER CONTROLS DIVISION, Los 
ANGELES, CALIFORNIA, BY GENERAL MOTORS CORPORATION, AL- 
LISON DIVISION, INDIANAPOLIS, INDIANA 


INTRODUCTION 


The General Accounting Office has examined the pricing of certain firm fixed- 
price subcontracts, for valves for J—71 jet engines, totaling $1,008,145 awarded 
to Telecomputing Corporation, Whittaker Controls Division, Los Angeles, Cali- 
fornia, by General Motors Corporation, Allison Division, Indianapolis, Indiana 
under Department of the Air Force negotiated cost-plus-a-fixed-fee and price. 
redeterminable prime contracts. 

In our examination, we reviewed the bases for establishing the prices of sub- 
contracts in order to evaluate the reasonableness of costs to the Government 
under prime contracts. In so doing, we examined the information submitted 
by the subcontractor in support of prices quoted and the review thereof per- 
formed by the prime contractor and the Air Force. We selected for testing Al- 
lison’s procurement of 4,079 valves from Telecomputing under nine purchase or- 
ders issued during the period from June 138, 1955, to June 11, 1957. We com- 
pared the prices quoted by Telecomputing and accepted by Allison with Tele- 
computing’s cost experience available at the time the prices were negotiated. 

Our examination was made pursuant to the Budget and Accounting Act, 1921 
(31 U.S.C. 53), the Accounting and Auditing Act of 1950 (31 U.S.C. 67), and 
the authority of the Comptroller General to examine contractors’ records, as 
set forth in 10 U.S.C. 2313(b). 

HIGHLIGHTS 


Prices quoted by Telecomputing for valves were accepted by Allison without 
requiring Telecomputing to submit cost information in support of the prices. In 
the absence of detailed cost estimates, supported by prior cost experience, 
neither the prime contractor nor the Air Force could properly evaluate the 
proposed prices. Since effective competition was lacking, there was no assur- 
ance that the prices were reasonable. As a result, Allison and the Air Force 
accepted prices which were unreasonably high in relation to Telecomputing’s 
prior cost experience available at the time of negotiations. The financial results 
experienced by Telecomputing on sales of 4,079 valves under the nine purchase 
orders which we examined show this lack of close pricing. According to our 
computations, Telecomputing experienced total costs of $502,865 on sales prices 
of $1,008,145. Subsequent to the time when these purchase orders were issued, 
the Air Force has, as a result of our recommendations, issued instructions de- 
signed to improve the pricing of subcontracts. These instructions should, if 
properly executed, make unlikely a repetition of the pricing deficiencies disclosed 
in this report. 

BACKGROUND INFORMATION 


CONTRACT AND SUBCONTRACT INFORMATION 


The valve which is the subject of this report is a pressure butterfly warm air 
valve used on J—71 jet engines produced by Allison under various Department 
of the Air Force prime contracts. Allison had experienced serious difficulties 
in obtaining delivery of the valves from the original manufacturer, which was 
the sole source of this item. Allison, therefore, asked Telecomputing to design 
and develop a valve to meet Allison’s requirements. In 1954 Telecomputing 
developed a valve which is interchangeable with the valve supplied by the 
original source. Telecomputing did not provide Allison with manufacturing 
details nor give Allison any right to manufacture the valve. Initially desig- 
nated Allison part number 6745806, the valve has undergone several minor en- 
gineering changes with corresponding changes in part number and is now 
specified as Allison part number 6800737, but all models of such valves are sub- 
stantially alike. 

The subcontracts under which Telecomputing produced the valve for Allison 
were all firm fixed-price purchase orders. Allison’s prime contracts were prin- 
cipally price-redeterminable contracts which provided for periodic negotiation 
of firm prices for prospective periods based on the contractor’s estimated costs 
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supported by experienced costs for the preceding period and other data. Under 
this type of price-redeterminable contract, cost data on which the prime con- 
tract prices are based normally include prices established with subcontractors. 
Thus higher subcontract costs will increase the costs to the Government under 
price-redeterminable contracts, as well as under cost-plus-a-fixed-fee contracts, 
which provide for direct cost reimbursement. 


ORGANIZATION AND MANAGEMENT 


The prime contracts with Allison were negotiated by Headquarters, Air 
Materiel Command (AMC), and administered by the Oklahoma City Air Ma- 
teriel Area, a field unit of AMC. AMC is the focal point within the Air Force 
with respect to all procurement matters. This headquarters, under policy and 
staff direction from Headquarters, United States Air Force (HQ USAF), 
responsible for procuring aircraft and other weapon systems. AMC also exer- 
cises staff surveillance and technical guidance over procurement activities, 
including contract administration, assigned to Air Materiel Areas and other 
lower echelons. 

The general procurement policies, including pricing and contract policies, 
carried out by AMC and its components are prescribed in the Air Force Pro- 
curement Instruction (AFPI), issued by the Commander, AMC, by authority 
of the Secretary of the Air Force. The policy with regard to subcontract 
pricing places basic responsibility on prime contractors for negotiating sound 
subcontract prices. 

Audit responsibility for Allison contracts is exercised by the Auditor Gen- 
eral, United States Air Force. 


FINDINGS 
PROPOSED PRICES ACCEPTED WITHOUT ADEQUATE EVALUATION 


Allison and the Air Force accepted prices which were unreasonably high in 
relation to Telecomputing’s prior cost experience available at the time of nego- 
tiations because prices quoted by Telecomputing were accepted by Allison with- 
out requiring Telecomputing to submit cost information in support of the prices. 
In the absence of detailed cost estimates, supported by prior cost experience, 
neither the prime contractor nor the agency could properly evaluate proposed 
prices. Since effective competition was lacking, there was no assurance that 
prices Were reasonable. 

Our examination disclosed that in each of the purchase orders for valves the 
prices quoted by Telecomputing, which were accepted without change by Alli- 
son, Were unreasonably high in rel: ition to cost experience available at the time 
the purchase orders were issued, as shown in the following summary which 
compares unit prices agreed to under these purchase orders with the available 
prior unit cost experience. 





Allison purchase orders Telecom- 
at . AJ 1 an a sceeainnimoasl © (RM 
| prior unit 
Number | Date Quantity | Unit price | cost exper- 
ience 
BB-16613_.._ | 6-13-55 1, 600 $235 $146. 24 
BB-33250. . ---| 8-20-55 590 255 132. 33 
CO-13341 4-25-56 532 255 | 125. 31 
CC-08573_ - | 7-3-56 150 255 | 18 11 
CC 419007 | &-20-06........ oe 253 | 255 | i117. 38 
CC-09704. _ - 11-19-56_. } 381 255 | 114. 68 
A5-08079 | 1-10-57 176 | 255 | 122. 91 
AGS | 2-28-57 223 255 | 125. 50 
AS-O7658 _ 6-11-57 | 144 255 | 133. 7 
| 4,079 | 


$247 (Average) 
| 


As shown in the above tabulation, on June 13, 1955, Allison issued a purchase 
order for 1,600 valves at the subcontractor’s quoted price of $235 per valve. 
In the 4-month period preceding the award of the purchase order, the subcon- 
tractor had completed production of 348 substantially like valves under a prior 
purchase order at an average unit cost of $146.24. On August 26, 1955, Allison 
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issued a purchase order for delivery of 590 substantially like valves at the 
subcontractor’s quoted price of $255 a unit. At that time, the subcontractor 
had completed production of 828 valves in the preceding 4-month period at an 
average unit cost of $132.33. 

On April 25, 1956, when Allison issued a purchase order for 532 valves at 
$255 each, the subcontractor had completed production of 565 identical valves 
at an average cost of $125.31 per valve. Six additional purchase orders for 
total of 1,357 identical valves at the same unit price of $255 were issued by 
Allison from July 3, 1956, to June 11, 1957. Cost experience available at the 
dates these orders were issued disclosed that the subcontractor had experienced 
unit costs ranging from $114.68 to $133.71 for units produced in the 6-month 
periods preceding the dates of the purchase orders. 

In producing the valves under the above-listed nine purchase orders, Tele 
computing incurred costs which did not differ materially from the costs it had 
experienced just prior to the award of each of the nine purchase orders. The 
following summary of costs and prices, which we compiled from the subcon- 
tractor’s records, shows that on sales of $1,008,145 Telecomputing incurred 
total costs of $502,865. 





Purchase order 














| 
| 
| 
Prior unit 
| Costs incurred cost ex- 
Date | Price Pee ee eS 
| 
Total | Per unit | 
OS a ae o-ae eee As a $376, 000 $101, 280 | $119. 55 | $146, 24 
Sao ahi ; eaacetasetsel 150, 450 73, 798 | 125. 08 | 132. 33 
RR, Fa Cae a aR PR CO a 135, 660 61,903 | 116.36 | 125. 31 
NRA an wake: 38, 250 19,726 | 13.51} 8. 
8-20-56_.....- EEBRE a et : iam 72, 165 37, 360 132.01 | 117. 38 
11-19-56___...- ap ee ibd ee ae 97, 155 51, 643 | 135. 55 114.68 
1-16-87. -......- Se ee Beets 44, 880 21,215 | 120. 54 | 122. 91 
a. PMA ie etude 56, 865 | 26, 880 | 120. 54 | 126. 50 
Oe eS MERA ee LEGA: 36, 720 | 19, 060 | 132. 36 133. 71 


| $1,008, 145 | $502,865 | $123.28 (Average) 
| 





Subcontractor’s comments 

By letter dated January 16, 1959 (see appendix A), Telecomputing commented 
on our findings. The subcontractor stated that to its knowledge Allison has 
always placed its procurement of proprietary items on a competitive-bid basis. 
Telecomputing indicated its belief that its prices for the valve in question were 
lower than a competitive price for an interchangeable valve until June 1957, 
when its competitor apparently lowered its price quotation and obtained from 
Allison purchase orders for substantial quantities of the valves at prices slightly 
lower than Telecomputing’s. Telecomputing stated that subsequently it offered 
bids of $210 each. This represented a reduction of $45 per unit from the $255 
price applicable to the purchase orders we examined. 

Telecomputing also questioned the accuracy of our accuracy of our determi- 
nation of its costs experienced in producing the valves and stated that its cost 
estimating procedure is more indicative of true costs than its cost accounting 
procedures since its accounting records for costs of a particular item do not 
include all costs properly chargeable to the item. Telecomputing stated its be- 
lief that its true costs of the valves in question, including engineering and de- 
velopment expenses and other applicable costs not charged directly to the items, 
were higher than those disclosed by our examination. The subcontractor con- 
cluded that, in view of the peculiarities of its cost accounting procedures, we had 
no reasonable basis for focusing attention on an individual item out of several 
hunderd different items produced by Telecomputing. The subcontractor also 
pointed out that, during the period under discussion, its over-all operating profits, 
which averaged about 51% percent of sales, were not excessive. 

In view of the question raised by the subcontractor as to the accuracy of 
our determination of Telecomputing’s experienced costs, we subsequently re- 
viewed our method of cost determination with Telecomputing officials. These 
officials informally agreed that the manufacturing costs developed by us were 
basically correct. They did not agree with our method of allocating engineering 
costs and general and administrative expenses to the production cost of the 
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valves on a cost of sales basis. The method used by us, however, was consistent 
with accepted principles of accounting and the method used by Telecomputing 
in preparing reports for the Renegotiation Board and in billing these categories 
of costs under cost-plus-a-fixed-fee purchase orders. Telecomputing was unable 
to furnish us with any information which would support a more equitable allo- 
cation of these costs. We conclude, therefore, that the method we followed to 
ascertain the subcontractor’s costs was not unreasonable. 


Prime contractor's comments 


Our findings were reviewed by officials of Allison, and comments were fur- 
nished on January 20, 1959. (See appendix B.) Allison informed us that its 
pasic procurement policy is that firm fixed prices should be obtained based on 
competitive bids, and that procurements are made on a basis other than this 
only when it is not possible to secure competitive prices for the same end item 
from two or more sources. 

Allison pointed out, however, that under certain circumstances competitive 
bidding is not practicable and that the development of alternate sources may in- 
yolve additional costs and take additional time. 

The prime contractor stated that it had evaluated the reasonableness of the 
initial valve prices proposed by Telecomputing in relation to the products and 
prices available from the original source of supply and the price of other valve 
suppliers for similar items and in the light of delivery and quality requirements. 
Allison noted that Telecomputing’s initial price for a limited quantity was higher 
than the original source company’s price but that subsequent prices quoted by 
Telecomputing for larger quantities were lower than the then current original 
source company’s price. In connection with developing Telecomputing as a 
second source, Allison stated that the potential sources were limited to a very 
few companies. Allison stated also that Telecomputing based its prices on its 
evaluation of the market potential of the valves, with starting-up costs amortized 
over the anticipated market. This resulted, Allison noted, in stable prices by 
Telecomputing over extended time periods. 

Allison stated that the military services are aware that it is not Allison’s prac- 
tice to require suppliers to subject themselves to audit by Allison or to submit 
cost data in support of proposed prices regardless of whether the items supplied 
are for a defense program or nondefense operations. Allison noted, however, 
that, when a prime contractor is required to supply part or all of a subcon- 
tractor’s facilities, financing, and tooling, the prime contractor is justified in 
requesting cost and other financial data in order to evaluate the unusual in- 
vestment and cost. Allison also stated in its January 20, 1959, letter that, in 
those situations where it is a supplier to other commercial organizations which 
are subcontractors or prime contractors under negotiated contracts with the 
Government, it questions the attempt of such contractors to examine Allison 
records or to require the submission of cost breakdowns. 

At the request of the contractor, we met with representatives of Allison in 
April 1959 to discuss our findings. The contractor’s representatives restated the 
earlier comments of the contractor with respect to the adequacy of competition 
and the effectiveness of Allison’s subcontracting practices. They indicated that 
in evaluating the reasonableness of prices quoted by Telecomputing for the 
valve in question, Allison placed substantial reliance on its experience in over-all 
procurement of values. This experience was said to have convinced Allison that 
there was adequate competition among value suppliers, and Allison therefore 
followed its policy of not obtaining cost data from its suppliers where competi- 
tion is believed to be adequate. We subsequently examined additional informa- 
tion furnished by Allison in support of its contention that competition was ade- 
quate. The examination confirmed our previous finding that the only competition 
was from the original manufacturer of the valve and that this company did 
not furnish effective competition. 

We believe that it is evident that competition was not adequate as a basis for 
determining the reasonableness of the valve prices quoted by Telecomputing. The 
valve was a proprietary item which Telecomputing developed after serious de- 
livery problems had been encountered by Allison with the original, and sole, 
source of supply. Further, according to Allison, potential alternate sources 
were limited to a very few companies. In our opinion, under these circumstances 
effective competition did not exist and it would have been sound business practice 
to require that a critical analysis be made of proposed prices. Such an analysis 
should include a comparison of proposed prices with the supplier's latest cost 
experience. 








754 WEAPONS SYSTEM MANAGEMENT 





Where, because the subcontractor refuses or fail sto furnish cost data, the 
prime contractor must negotiate on the basis of inadequate price and cost data, 
reasonably close pricing may not be achieved. We believe that, under these 
circumstances, the prime contractor should notify the agency contracting officer 
of its inability to obtain adequate assurance of the reasonableness of the proposed 
price so that the agency contracting official may consider alternative measures to 
obtain the needed assurance or take such other action to protect the Govern. 
ment’s interest as May be appropriate. 

Agency’s comments 

In bringing our findings in this instance and in several other similar instances 
to the attention of the Assistant Secretary of the Air Force (Materiel), we had 
recommended that the Air Force require prime contractors to generally obtain 
from their major subcontractors (1) information on prior cost and production 
experience, Where such data are available, and (2) detailed analyses of estimated 
costs in support of proposed subcontract prices. We had recommended also that 
the Air Force exercise closer surveillance over prime contractors’ subcontracting 
practices by (1) verifying, through review of the pricing of representative sub- 
contracts, that cost information is being obtained and used by prime contractors 
in negotiating subcontract prices and that the cost data are complete, current, 
and accurate and (2) evaluating the prices of major subcontracts, in relation to 
known and estimated costs of performance, to determine the reasonableness of 
the subcontract prices. 

The Assistant Secretary, in a letter dated January 19, 1959, informed us that 
the Air Force was carefully reviewing each case and would take appropriate 
action. Subsequently, in a letter dated June 5, 1959, the Assistant Secretary 
referred to the following actions on our recommendations : 

1. An AMC letter dated January 29, 1959, emphasizes to Air Force procuring 
activities the need for thorough analysis of contractors’ proposals and for 
current, complete, and correct cost and pricing data. 

2. Air Force Procurement Instruction (AFPI) 54-207, revised May 21, 1959, 
stresses to procurement personnel that the Air Force must have substan- 
tial assurance that subcontract prices are reasonable and that the pricing 
philosophies of the Armed Services Procurement Regulation and AFPI 
apply to subcontracting as well as to prime contracting. 

The Commander, Air Materiel Command, furnished AMC procuring activities 
with additional instructions in this area by a letter dated June 22, 1959, subject: 
“Action to Improve AMC Pricing.” These instructions specify that Air Force 
procurement personnel will establish procedures to insure that prime contractors 
obtain the latest available cost and pricing information from their subcontractors 
and use it in evaluating proposed subcontract prices. To insure that contractors 
are obtaining and using such data, Air Force price analysts are to be responsible 
for reviewing selectively procurements made by contractors. The AMC in- 
struction also requires audit review, by either the prime coutractor or the agency 
auditors, in the pricing of all large subcontracts under major subcontracts. 
Other portions of this instruction advise agency procurement personnel to empha- 
size to contractors the necessity for obtaining and using the latest cost and 
pricing data in negotiating prices with subcontractors, especially in follow-on 
procurements. 


Conclusion 


We believe that the instructions issued by the Air Force since these subcon- 
tracts were awarded by Allison should, if properly executed, make unlikely a 
repetition of the pricing deficiencies disclosed by our examination of those 
subcontracts. 
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APPENDIX A 


WHITTAKER CONTROLS DIVISION OF TELECOMPUTING CORPORATION 
915 North Citrus Avenue, Los Angeles 38, California, Hollywood 4—0181 


16 JANUARY 1959. 
Mr. C. M. BAILey, 
Associate Director, 
United States General Accounting Office, 
Washington 25, D.C. 
Subject: Report on Examination of Pricing of Air Force Subcontracts Awarded 
to Telecomputing Corporation, Whittaker Controls Division. 
Reference: Letter 22 December 1958—CMBailey to WRWhittaker. 

Deak Mk. BAiLtey: Your letter, referenced above, with a copy of Report on 
Examination of Pricing of Air Force Subcontracts Awarded to Telecomputing 
Corporation, Whittaker Controls Division, has been referred to me for comment. 

This report implies tht we enjoyed a profit of $498,789 on nine (9) fixed-price 
subcontracts from Allison Division of General Motors wherein a total of 4,079 
pressure-operated butterfly warm-air control valves for J71 engines were pur- 
chased for a total sales price of $1,005,145 over a two-year period. The report, 
however, neglects to detail the method by which cost figures were determined 
but merely asserts with professed unquestionable accuracy that an average unit 
total cost of $124.87 was experienced on an average unit sales price of $247.00. 
Whatever arithmetic was used to arrive at this cost figure is very difficult for 
us to understand and should have raised some doubts as to its accuracy if one 
simple check comparison had been made with the Whittaker Company Profit and 
Loss Statements for the periods 1 May 1955 through 31 October 1957. 

These documents reveal that our total average annual sales for this period 
amounted to 18.4 million dollars on which an average annual profit, before taxes, 
of one million dollars was realized. This means that our sales to Allison of 
the subject valve over a two-year period amounted to 2.7% of the gross. How- 
ever, the subject report, by its assertion that the profit from the sale of these 
4,079 butterfly valves to Allison over a two-year period amounted to a half- 
million dollars, implies that 25% of our total profit was earned on 2.7% of 
total sales. This comparison should immediately appear to be a ridiculous 
possibility to the intelligent analyst, especially in view of the many hundreds of 
other profitable subcontracts awarded to this company during the same period 
both from Allison and other companies. 

Your GAQO representatives, therefore, obviously failed to consider many ap- 
plicable costs such as tooling expense, design engineering and test development, 
none of which are capitalized due to our averaging cost accounting system which 
prorates these costs over all our contracts. This was explained with little avail 
to your audit representatives who seemed to have the determined attitude that 
we were engaged in price gouging and, therefore, any explanations offered by 
us to assist them in their task were considered attempts on our part to cover up 
their preconceived mission to report that our prices were too high. 

The nature of our business is such that we lose on some contracts and make 
profit on others. However, on no contract did we make or lose a profit as indi- 
cated in your report. We estimate our true costs, including amortization of engi- 
neering, tooling and non-recurring production development when bidding on 
fixed-price contracts. A fair analysis of this type would reflect a profit to date 
on the eighth-stage compressor bleed valve program with Allison which would be 
well within generally accepted and reasonable values. Your people would have 
discovered this fact had they not refrained from studying the major engineering 
and development costs incurred especially on small quantity orders. 

The subject report also asserts that Allison acted without proper cost evalu- 
ation in awarding subcontracts to Whittaker based on an estimated price pro- 
posal rather than upon competition. This appeared to be another assignment 
your “accountants” were set out to “prove.” This assumption is simply not true. 
Allison has always, to our knowledge, placed their procurement of proprietary 
items on a competitive-bid basis. In the particular case in point, we believe our 
competition was quoting in exeess of our bids for an interchangeable valve as 
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late as June 1957. The competition apparently lowered their quote thereafter 
because substantial quantities of these items were purchased from another 
source at prices slightly lower than ours. Subsequently, as our learning curve 
improved and certain non-capitalized starting costs were recovered, we offered 
bids of $210.00, each, on new quotes. 

We feel that the subject report expresses a grossly unfair attitude on the part 
of the General Accounting Office which seriously abridges our rights under the 
free-enterprise system by focusing attention on one individual item out of gey- 
eral hundred different designs produced, and excluding therefrom the overall 
nature of our business as it affects each product sold. 

We have, on many occasions in the past, explained to the Government our 
pricing and cost-estimating policies as well as our cost accounting procedures 
wherein all non-inventory costs are averaged over all orders and provide the 
means of processing between five and six hundred separate contracts per month, 
with a minimum of overhead. The cost-estimating procedure employed is far 
more indicative of the true costs since appropriate factors to cover unusual engi- 
neering design and test development costs can be included. It is, therefore, impos- 
sible for persons unskilled in the technical nature of our business to accurately 
determine the costs accruing to any one item by referring only to the accounting 
records of materials, assembly labor and manufacturing burden against that 
one item. It would also be unnecessarily and prohibitively costly to attempt 
accounting for each increment of total cost on every one of our contracts to 
include normal start-up expenses in tooling, engineering and test, plus many 
extra customer requirements such as accelerated schedules, special processing, 
overtime premium, ete. Our standard policy of averaging these costs over total 
sales has been consistently acceptable in the past and allows us to povide the 
Government enormous benefits in research and development for the future on 
the fruits of earlier accomplishments. Surely our average annual operating 
profit of 544% for the period under discussion is not excessive. 

If it is to be the policy of the Government, now, to penalize a supplier by 
pinpointing one particular product on which he shows a profit merely by the 
manner in which he happens to keep his books, to the exclusion of all other 
products, then manufacturers ilke ourselves, whose business is over 95% mili- 
tary, will of necessity be forced to charge the Government directly for all pro- 
posal, experimental and development costs which we presently bear at our own 
expense under the free-enterprise system of marketing proprietary items. This 
unwarranted encroachment upon our liberties can only result in additional 
cost to the Government which in the final analysis comes out of the taxpayer's 
pocket. 

To summarize, we would like to suggest: 

1. A conference be arranged with competent representatives from your 
organization to discuss the appropriateness of your methods of cost evalu- 
ation as applied to our particular business activity. 

2. All detailed data submitted by your analysts be made available to our 
accountants for substantiation and comment. 

3. The present draft of the subject report be held in abeyance until action 
on the above suggestions is carried out. 

4. All persons who may have already received copies of this report be 
advised of the above suggested pending action. 

Very truly yours, 


WEAPONS SYSTEM MANAGEMENT 


WHITTAKER CONTROLS DIVISION 
oF TELECOMPUTING CORPORATION, 
FRANK P. McCorp, 
Administrative Manager. 


FPM/gp 
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APPENDIX B 


GeNERAL Morors CorPORATION 
General Motors Building, 3044 West Grand Boulevard, Detroit 2, Michigan 


JANUARY 20, 1959. 
Mr. C. M. BarLey, 
Associate Director, 
Defense Accounting and Auditing Division, 
U.S. General Accounting Office, 
Washington 25, D.C. 


Dear Mr. Barttey: Your letter of December 22, 1958 addressed to Mr. J. F. 
Gordon, President of General Motors Corporation, with respect to certain pur- 
chases made by Allison Division of General Motors Corporation from the Tele- 
computing Corporation, Whittaker Controls Division, has been referred to me for 
reply. 

Your letter summarizes its attached report as follows: 

“The report discloses that unreasonably high prices were paid for valves 
because Allison did not require, nor did Telecomputing furnish, evidence in 
support of prices quoted.” 

Your report states on Page 4 that on nine purchase orders covering the pro- 
curement of 4,079 valves, Whittaker’s cost averaged $124.87 as compared with an 
average unit price of $247.00. From the foregoing it would appear that your 
Office is of the opinion that the prices paid were unreasonably high, measured 
by the costs computed by your Office, and further, that these prices could not 
have been established properly because Allison did not require cost estimates in 
support of prices. 

Since receipt of your letter, we have asked Whittaker to confirm the unit cost 
attributed in your letter to their valves. Whittaker advised that they had re- 
cieved from you a proposed Report which you intended to make as a result of 
your review of certain of their records applicable to the aforesaid nine Allison 
purchase orders. Whittaker has provided us with a copy of their reply to you 
in which Whittaker states that the costs in your letter are incorrect and in- 
complete. Whittaker also indicates in their reply that they have no means by 
which they can reconcile the GAO-stated costs with their true costs. With re- 
spect to these purchase orders, Whittaker has also informed you that only a 
reasonable profit was earned by them. Viewed in the light of this information 
provided by Whittaker, your comments and conclusions would appear to require 
a reappraisal to determine their validity. 

We believe that Allison procurements from Whittaker, including those which 
your Office has singled out, have been made on a sound basis. 

The basic Allison procurement policy has been and is that firm fixed prices 
should be obtained, based on competitive bids. Procurements are only made on 
a basis other than this when it is not possible to secure competitive prices for 
the same end item from two or more sources. 

When a specific company has developed a highly technical product, as a pro- 
prietary item, to perform a certain function, the competition then becomes one 
of not only price but also performance, quality and delivery. Also, the selection 
of a proprietary item requires time and funds to qualify the item to the satis- 
faction of the Air Force and Allison for use on an engine. Competitive bidding 
is not economically feasible unless another source offer an item that serves the 
same functional purpose and unless the Government and Allison are willing to 
incur the added costs and to take the time required for the testing necessary for 
the qualification of the product of the second source. 

Allison has been purchasing valves of various descriptions from Whittaker 
since approximately 1946, and followed normal procurement practice in negoti- 
ating prices. The specific valve on which the General Accounting Office has com- 
mented is used on the J—71 jet engine and is interchangeable with a valve for 
which another valve manufacturer was the original and sole source. Allison 
had experienced serious delivery difficulties with the original source company 
and consequently endeavored to establish a second source. Because of the 
complicated performance and test facilities required for these valves, the poten- 
tial sources were limited to a very few companies, 

Whittaker was established as an alternate source not only because of the de- 
livery problems but also because of the Government policy of establishing alter- 
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nate sources whenever practicable. In this manner the prime contractor insures 
compliance with his delivery requirements, has a greater opportunity to evaly. 
ate prices and broadens the base for continued engineering development. 

Allison solicited Whittaker’s assistance and outlined the function and spegi- 
fications required of this part. Whittaker submitted a prototype and outline 
drawings of a proprietary valve designed and developed by it to meet Allison's 
requirements. It did not provide Allison with manufacturing or other details 
and did not grant to Allison any right to manufacture this valve. 

When Whittaker submitted its proposed prices Allison measured its price by 
the products and prices available from the original source company, the price 
of other valve suppliers and other related data. Allison also measured these 
prices in the light of its delivery and quality requirements. Whittaker’s initia] 
price for a limited quantity was somewhat higher than the original source 
company price. However, Whittaker’s subsequent price for production quanti- 
ties, as submitted, was lower than the then current original source company 
price. 

As previously stated Allison has been purchasing from Whittaker since 1946 
and was acquainted with its pricing policies. Allison was aware of the fact 
that Whittaker priced on the basis of its evaluation of the market potential and 
amortized starting up costs over the anticipated market. The subsequent Whit- 
taker prices reflected this policy of stable prices over extended time periods. 
No specific engineering and tooling charges were paid by Allison for the devel- 
opment and production of this part. 

On the substantial number of procurements of these and other valves from 
both of these sources, the prices paid by Allison evaluated in the light of its 
procurement policies and the need for dual sources have generally been in qa 
reasonable range. In certain instances one source has been lower, and in others 
the remaining source has been lower. 

As a further test of the reasonableness of Whittaker’s overall cost-price rela- 
tionship, we have been advised that their profit rates before taxes based on pub- 
lished data for the fiscal years 1953 through 1957 ranged from a low of 43% 
to a high of 10.3% and averaged approximately 7.5%. In the Telecomputing 
Corporation Annual Report for 1957 we find the statement that the local 
Regional Board of the Renegotiation Board has made a finding that no exces- 
sive profits were realized by Whittaker in the fiscal years ended April 30, 
1955 and April 30, 1956. It is also stated that in the opinion of management no 
excessive profits were realized by the Whittaker Company subsequent to the 
fiscal year 1956. The following is contained in the notes of the financial state 
ment certified by their Public Accountants, Arthur Andersen & Co.: 

(6) RENEGOTIATION—Wm. R. Whittaker Co., Ltd. has entered into tenta- 
tive settlements with the local regional board of the Renegotiation Board 
which provide for refunds of excessive profits ($209,387 after deducting 
applicable tax reductions) from contracts subject to the Renegotiation Act 
of 1951 covering the fiscal years ended April 30, 1953 and 1954, and was 
notified by the agency that no excessive profits were realized in the fiscal 
years 1955 and 1956. The agreements are subject to approval by the Renego- 
tiation Board in Washington, D.C., and have not yet been approved. The 
amounts of the tentative settlements are reflected as a liability in the accom- 
panying consolidated balance sheet. 

In the opinion of management, no excessive profits were realized by 
Wm. R. Whittaker Co., Ltd. under contracts subject to the Act for periods 
subsequent to the fiscal year 1956. Also, in the opinion of management, no 
excessive profits have been realized under such contracts by Telecomputing 
Corporation and its subsidiaries through October 31, 1957. 

As the Services are aware, it has not been our practice to require suppliers to 
subject themselves to audits by General Motors or to submit cost data in support 
of proposed prices. This is true whether the supplier is delivering a part for a 
defense program or for our non-defense operations. We firmly believe that the 
audit function in a defense procurement should be restricted to the Government 
agencies and the several contract clauses required by statutes and procurement 
regulations are to this effect. From a practical standpoint, we feel that it would 
be an unproductive duplication of effort to superimpose prime contractor cost 
reviews on top of audits conducted by Government agencies. 

We also have the firm conviction that in most instances the reasonableness of 
suppliers prices can be tested more adequately by competitive bids, by price 
comparisons, by evaluations of the suppliers’ capabilities, and by our knowledge 
and experience with the suppliers and with substantially similar products. 
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such evaluations afford the Government and Allison adequate protection in the 
negotiation of reasonable prices. We recognize, however, that there may be the 
qnusual situation in which the requirement for a cost submission is appropriate. 
Furthermore, in those instances in which a prime contractor is required to supply 
part or all of a subcontractor’s facilities, financing, tooling, ete., the prime 
contractor is justified in requesting cost and other financial data in order to 
evaluate properly the unusual investment and cost. 

The objective of the Government and the prime contractor in the negotiations 
of subcontractor’s prices should be procurement at the lowest price possible 
rather than the consideration of isolated cost elements or profit rates. In those 
situations where General Motors is a supplier to other commercial organizations 
which are subcontractors or prime contractors on negotiated contracts with the 
Government, we recognize the right of the Government to audit our books and 
records but we question any attempted intrusion by a commercial organization to 
examine our books or to require the submission of cost breakdowns. All of the 
foregoing has even greater application in situations such as the instant one 
where a proprietary item is being purchased. 

In summary, we disagree with the conclusion reached in your letter and we 
request the opportunity to review this subject with you before a final report is 
submitted. 

Very truly yours, 
ALLISON DIVISION, 
GENERAL Motors CorPorATION, 
E. B. NEwItyi, General Manager. 





APPENDIX II 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, October 14, 1959. 
Hon. F. Epwarp HEBERT, 
Chairman, Subcommittee for Special Investigations, 
Committee on Armed Services, 
House of Representatives. 

DeaR Mr. CHAIRMAN: Enclosed for the use of your subcommittee is a copy of 
our report to the Congress on examination of the pricing of Department of the 
Air Force negotiated fixed-price contract AF 09(603)—82259 with General Motors 
Corp., AC Spark Plug Division, Milwaukee, Wis. 

The report presents our finding that the contract price was negotiated on the 
basis that almost 100 percent of the work would be subcontracted. The con- 
tractor subsequently decided to perform the work in its own plant, and this was 
accomplished at substantially lower costs than the estimates upon which the 
contract price was established. We brought this matter to the attention of the 
contractor, Who subsequently offered to refund $105,872 to the Air Force. 

We are recommending to the Secretary of the Air Force that in the negotiation 
of fixed-price contracts the agency generally provide for unlimited downward 
and limited upward adjustment of the price if there is a significant change in 
the extent of subcontracting from that established in negotiating the contract 
price. We are recommending also that any such instructions to agency con- 
tracting personnel emphasize the need for recognizing, where appropriate, the 
contractor’s right to share in any savings resulting from legitimate changes in 
the contemplated subcontract structure. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States. 


COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, October 14, 1959. 
B-133021 


Hon. SAM RAYBURN, 
Speaker of the House of Representatives. 

DeaR Mr. SPEAKER: Enclosed is our report on examination of the pricing of 
Department of the Air Force negotiated fixed-price contract AF 09(603)-—32259 
with General Motors Corp., AC Spark Plug Division, Milwaukee, Wis. 
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The report presents our finding that the contract price was negotiated on the 
basis that almost 100 percent of the work would be subcontracted. The cop. 
tractor subsequently decided to perform the work in its own plant, and this was 
accomplished at substantially lower costs than the estimates upon which the 
contract price was established. We brought this matter to the attention of the 
contractor, who subsequently offered to refund $105,872 to the Air Force, 

We are recommending to the Secretary of the Air Force that in the negotiation 
of fixed-price contracts the agency generally provide for unlimited downward 
and limited upward adjustment of the price if there is a significant change jp 
the extent of subcontracting from that established in negotiating the contract 
price. We are recommending also that any such instructions to agency ¢op. 
tracting personnel emphasize the need for recognizing, where appropriate, the 
contractor’s right to share in any savings resulting from legitimate changes 
in the contemplated subcontract structure. 

This report is also being sent today to the President of the Senate, and copies 
are being furnished to the Secretary of Defense and the Secretary of the 
Air Force. 

Sincerely yours, 
JOSEPH CAMPBELL, 
Comptroller General of the United States, 
Enclosure. 


REPORT ON EXAMINATION OF PRICING OF DEPARTMENT OF THE 
AIR FORCE CONTRACT AF 09(603)—-82259 WITH GENERAL MOTORS 
CORPORATION, AC SPARK PLUG DIVISION, MILWAUKEE, WIS. 
CONSIN 


The General Accounting Office has examined the pricing of Department of the 
Air Force negotiated fixed-price contract AF 09(603)-82259 held by General 
Motors Corporation, AC Spark Plug Division, Milwaukee, Wisconsin. Our 
examination was made pursuant to the Budget and Accounting Act, 1921 (31 
U.S.C. 53), the Accounting and Auditing Act of 1950 (381 U.S.C. 67), and the 
authority of the Comptroller General to examine contractors’ records, as set 
forth in 10 U.S.C. 2313 (b). 


BACKGROUND INFORMATION 


AC Spark Plug was one of four major suppliers selected by the Air Force 
for production of the ME-5 Bombing Navigational Computer. Contract AF 
09 (603 )-—82259 dated January 10, 1957, was for 1,414 modification kits and 206 
related spare parts for the ME-5 Bombing Navigational Computer at a total 
price of $527,495. These modification kits consist of 3 units of an AC Servo 
motor and gear train assembly identified as part 620756, 6 dowel pins, and 1 
additional component supplied without charge by the Government. The con- 
tract was awarded by Warner Robins Air Materiel Area and was administered 
by the Milwaukee Air Procurement District. The Auditor General, United 
States Air Force, has audit responsibility at the contractor’s plant but was not 
required to audit this procurement. 


FINDINGS AND RECOMMENDATIONS 


COST SAVINGS RESULTING FROM SUBSTANTIAL REDUCTION IN SUBCONTRACTING 
REFUNDED BY CONTRACTOR 


The price for contract AF 09(603)-32259 was negotiated on the basis that 
almost 100 percent of the work would be subcontracted. The contractor subse- 
quently decided to perform the work in its own plant, and this was accomplished 
at substantially lower costs than the estimates upon which the contract price 
was established. We brought this matter to the attention of the contractor, who 
subsequently offered to refund $105,872 to the Air Force. 

In October 1956, AC Spark Plug submitted its proposal to the Air Force for 
1,414 modification kits. This proposal, which was accepted by the Air Force 
on January 10, 1957, resulted in establishing a firm price of $503,653. 

The proposal contained an estimate of $449,779 for material costs. Approxi- 
mately $448,000 was estimated for the purchase from a subcontractor of the 
Servo motor and gear train assembly (part 620756), based on the contemplated 
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subcontractor’s firm price quotation. The Air Force was aware that the con- 
tractor’s proposal was based on subcontracting the major portion of the con- 
tract, and the proposed price was accepted on that basis. On January 30, 1957, 
however, before work was started, AC Spark Plug decided to manufacture part 
«20756 rather than to buy it, and thereafter performed the work in its own 


plant. 
Contractor’s comments 


In a letter dated April 1, 1959 (see appendix A), AC Spark Plug, explained 
that during the latter part of 1956 and early 1957, when its proposal was under 
consideration and the definitive contract was being processed by the Air Force, 
the volume of labor at its Milwaukee plant was steadily increasing and reached 
its peak in February 1957 for the years 1956, 1957, and 1958. Subsequent to this 

ak month, the volume of labor decreased because of a reduction in certain 
defense work which caused a serious problem in maintaining plant organization 
and minimum plant costs. In order to maintain a stable operation, AC Spark 
Plug considered it necessary to retain qualified personnel and this was an im- 
portant factor in the decision to make part 620756 rather than purchase it. 

The contractor acknowledged that it did not notify the Air Force of the decision 
to make part 620756 rather than to buy it, pointing out that the contract did not 
require such notification and that it is a common and necessary practice for 
changes to be made in the planned “make or buy” structure. 

AC Spark Plug concluded, however, that, where profits result through con- 
tractor’s action not contemplated at the time of contract negotiation, such 
profits, under certain circumstances, should be refunded to the Government. Ac- 
cordingly, AC Spark Plug offered to refund $105,872 to the Air Force as the dif- 
ference between realized and contemplated profits under the contract. 


Agency comments 


The Assistant Secretary of the Air Force (Materiel) informed us by a letter 
dated August 27, 1959, that the contractor has agreed to a voluntary refund of 
$105,782. (See appendix B.) The Assistant Secretary informed us also that 
steps have been taken to emphasize to Air Force contracting officials the im- 
portance of closely following contract performance. He pointed out that instruc- 
tions were issued in December 1958, and made part of the Air Force Procure- 
ment instruction (AF PI) in May 1959, which provide a contractual clause requir- 
ing contractors to notify agency contracting officials of any changes in the “make 
or buy” structure specified under the contract. 

The section of AFPI referred to by the Assistant Secretary (AFPI 53-101) 
does not apply to firm fixed-price contracts, such as AF 09(603)-32259, unless 
performance of the contract requires the use of Government-owned facilities, 
nor does the AF PI mention adjustment of the contract price for changes in the 
‘make or buy” structure. As explained below, we feel that the existing instruc- 
tions in this matter are not adequate to protect the interests of the Government. 


Conclusions 


The Air Force accepted the price proposed by the contractor as being reason- 
able in the light of the contractor’s estimated costs to purchase the contract 
item. These estimated costs and the price based thereon would not necessarily 
have been reasonable for production of the item by AC Spark Plug nor would 
they have provided an appropriate basis for pricing if production, rather than 
purchase, of the item had been contemplated. Rather, if production by AC 
Spark Plug had been contemplated by the parties at the time of negotiation, it 
would have been appropriate to establish the contract price on the basis of AC 
Spark Plug’s estimated costs to make the item. When, within 1 month after 
the price was negotiated, the contractor decided to switch from the plan on which 
the price was established of subcontracting almost 100 percent of the work 
under the contract to production of the entire contract in its own plant, it seems 
only reasonable that the Air Force should have had an opportunity to consider 
whether the price should be adjusted in recognition of the probable difference in 
the contractor's estimated costs of performance. 

We acknowledge the soundness of the contractor’s statements to the effect that 
the contractor must be permitted flexibility in changing from “make” to “buy” 
and vice versa, and we agree that for routine changes this flexibility should 
ordinarily not be hantpered by requiring approval of individual changes by 
agency contracting officials. Nor do we suggest that firm contract prices be 
Subject to revision for every departure from the “make or buy” plan established 
in negotiations. We are convinced, however, that in situations similar to that 
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which prevailed in the case of contract AF 09(608)-32259 specific provision 
should be made to protect the interests of the Government. 

In negotiated contracts, prices are generally based, in the absence of effectiye 
competition, on the contractor’s estimated costs of performance. In preparing 
its estimate, the contractor has an opportunity to base the contract price oy 
methods of contract performance, including subcontract structure, which will re 
sult in the maximum potential benefit to him. If it later develops that through q 
change in the planned subcontract structure the contractor has an opportunity 
to achieve even greater benefit, this too is within the control of the contractor 
It is apparent that, without proper safeguards to prevent the contractor fron 
taking unfair advantage of his controlling position in this area, the contractor 
could negotiate a price based on estimated subcontracting costs while at the same 
time actually planning to make the items at lower costs. Conversely, where egtj. 
mated costs to make were higher than estimated costs to buy, the contractor 
could negotiate an unfairly high price by proposing a price based on making 
the items even though actually planning to buy them. 

Because of the impracticability of attempting to distinguish between these 
situations and those where, as in the case of contract AF 09 (605 )—32259, changed 
circumstances are the basis for changing the “make or buy” plan, it is necessary, 
we believe, that provision be made for appropriate adjustment of the contract 
price whenever there is a significant change in the “make or buy” plan estab- 
lished in negotiations. Not only would this safeguard the Government’s interests, 
but it would also provide for relief for the contractor in the event circumstances 
compelled a change in the contemplated “make or buy” plan which would in. 
crease the contractor’s costs. In providing for both upward and downward 
price adjustment, it would be necessary to insure that this provision was not 
abused by contractors. For example, a contractor could offer a ridiculously 
low price in order to receive a contract award and then, under the guise of 
changing his “make or buy” program, obtain a price adjustment, increasing the 
price to a level higher than those offered by his former competitors. To prevent 
use of this provision to “bail out’’ contractors from intentional or unintentional 
loss situations, we believe that (1) any upward price adjustment for changes 
in the extent of subcontracting should be limited to a stipulated dollar amount 
and/or percentage of the contract price and (2) no significant changes should be 
made in the accepted “make or buy” plan without prior approval by agency con- 
tracting officials. 

As previously mentioned, Air Force Procurement Instruction (AFPI) 53-101 
requires Air Foree approval of proposed changes in the contractor’s accepted 
make or buy structure but does not apply this requirement to firm fixed-price 
contracts nor require consideration of a contract price adjustment. For the 
reasons given above, we believe that action should be taken to assure that the 
Government has a contractual right to obtain equitable price adjustments when 
there is a significant change in the extent of subcontracting agreed to with the 
contractor in negotiating the prices of fixed-price contracts. 

Recommendations 

We recommend, therefore, that the Air Force revise its instructions to agency 
contracting personnel to require that negotiated fixed-price contracts generally 
provide for unlimited downward and limited upward adjustment of the price 
if there is a significant change in the extent of subcontracting from that estab- 
lished in negotiating the contract price. To assure that provision for such 
adjustment does not remove the contractor's incentive to seek economical means 
of contract performance, we recommend also that any such instructions to 
agency contracting personnel emphasize the need for recognizing, where ap 
propriate, the contractor’s right to share in any savings resulting from legiti- 
mate changes in the contemplated subcontract structure. 
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APPENDIX A 


AC Spark PivueG Division 
GENERAL Morors CorPoRATION 


Flint 2, Michigan, U.S.A. 
APRIL 1, 1959. 
Mr. C. M. BAILEy, 
Associate Director, 
United States General Accounting Office, 
Washington 25, D.C. 

DeAR Mr. Bai_ey: Your letter of March 2, 1959 to Mr. John F. Gordon, Presi- 
dent of General Motors Corporation, with respect to the pricing of Department 
of the Air Force negotiated fixed-price contract AF 09(603)-32259 has been 
referred to me for reply. 

Your report has to do with a change in procurement of the Motor and Gear 
Train Assembly (Part No. 620756) as a result of which this part, which was 
originally scheduled to be purchased from a subcontractor at the time the bid 
proposal was made, was produced in our own plants. 


Change from “buy” to “make” 

The Request for Proposal was dated August 28, 1956. AC Spark Plug Division 
made its first bid proposal for the subject Modification Kits on September 20, 
1956. Amendments to this bid proposal were submitted on October 15, 1956, 
October 26, 1956, October 31, 1956, November 6, 1956 and November 21, 1956. 
This bid proposal as amended contemplated purchasing the Motor and Gear 
Train Assembly, the principal component of this contract, from Doeleam Divi- 
sion of Minneapolis Honeywell Corporation. On November 1, 1956 the AC Engi- 
neering Department at Milwaukee issued an engineering release which notified 
the appropriate departments of AC that this part would be purchased from 
vendors. In the early part of December 1956, the Government issued to AC 
Spark Plug Division a Notice of Award and Notice to Proceed dated November 
99,1956. <A definitive contract dated November 29, 1956 was received by AC 
Spark Plug Division on January 14, 1957. 

In September, October and November 1956 when the proposal was made and 
was under consideration, and in December 1956 and January 1957, when the 
definitive contract was being processed, the volume of labor in the Milwaukee 
plant was steadily increasing to the peak for that plant reached in February 
1957 for the years 1956, 1957 and 1958 as appears from the following tabulation: 





Productive employees Productive employees 
1956 | 1957 1958 || 1956 1957 | 1958 
ae - . } - ~ — -_ —| 
January |} 1,871 | 2,140 | 1,815 || July... 1, 826 1,811 | 2, le 
February 1, 805 2, 153 1,898 || August. 1, 890 1, 820 2, 094 
March ’ 1,792 | 2,083 2,056 || September 1, 970 1,812 | 2,052 
April 1,783 | 1,998 | 2,099 October__ - 2.008 | 1,776 | 2 04 
May 1,753 | 1,966 2,120 || November 2, 101 1, 646 2, 056 
June 1,776 1, 860 2 2,130 | 1,626 2, 028 


102 || December 


Early in 1957, a declining volume of work in our plants was foreseen because 
of the reduction in the Bombing Navigational Computer, Navigation Systems, and 
in A-4 Gunsights, which would become effective as the year progressed. This 
reduction presented serious problems in the maintaining of our organization and 
minimizing costs. 

It has been the policy at AC Spark Plug Division to maintain a stable opera- 
tion capable of producing intricate items of top quality and at competitive costs. 
To accomplish this, it is necessary to retain qualified personnel. This has been 
an important factor in our decision to make or buy certain itetns, which decisions 
must be based on the conditions existing at the time the parts are to be scheduled. 

In line with this policy, we investigated the possibility of bringing work from 
outside vendors into our plants in order to hold our volume up as much as possible 
and in a manner that would not take work from vendors classified as “Small 
Business”. We recognized that under this program it would be necessary for 
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us to make these parts at costs equal to or less than the prices payable to our 
suppliers if we were to make our contemplated profit on the fixed-price contracts 
One of the Items investigated was the Motor and Gear Train Assembly. A 
decision was made in accordance with the foregoing to manufacture rather than 
purchase this assembly. Purchase Orders were issued in March 1957 and de- 
liveries of the Motor and Gear Train Assembly commenced in August 1957, 

In spite of our efforts, the volume of work in our plants continued to decrease 
after February 1957, reaching a low in December of 1957. However, the trend 
was reversed in 1958 as a result of changes from “buy” to “make” as well as 
other increases in business which developed in 1958. By March 1958, employ- 
ment was back to the level of the last quarter of 1956. Shipments on this contract 
extended from August 1957 through June 1958, with the greater portion being 
shipped in the first quarter of 1958. Because of this increase in production 
shipments on this contract were made during a period of relatively high volume, 
with resulting efficiencies and lower cost not anticipated when the decision to 
make this item was finalized. 

Use of Government-owned facilities 

Your comments with respect to the use of Government-owned facilities are 
not complete. It should be pointed out that Doelcam, the intended vendor, had 
been an AC supplier for other parts. In this connection, AC had arranged to 
obtain for Doelcam over $400,000 worth of Government-owned machines and 
equipment under AC Spark Plug Division’s Facilities Contract W33-038~-ac- 
22285. If Doelcam received the order, it is assumed that a large share of the 
work would have been performed by them on these Government-owned facilities, 
It should also be noted that the Findings and Recomendations do not mention 
the contract clause authorizing the use of Government-owned facilities for the 
Motor and Gear Train Assembly. The clause would have served no purpose if 
it did not contemplate such use. 

The clause reads as follows: 

“JJ Facirities: The Contractor is hereby authorized to use to the extent 
necessary in the performance of this Contract on a no-charge-for-use basis, 
the facilities provided the Contractor under Facilties Contract W33-088- 
ac—22285, provided that such use does not interfere with the use for which 
they were provided, or use subsequently authorized, in accordance with the 
terms and conditions of said Facilities Contract and special tools and test 
equipment presently available under existing contract.” 

Thus, regardless of whether the parts were made by Doelcam or AC —Mil- 
waukee, substantial use of Government-owned facilities was involved. 


Effect on other costs 

No mention is made of the fact that the Government benefited from the bring- 
ing of this work into the AC plants. This action resulted in these parts absorbing 
a portion of the fixed and non-variable expenses that otherwise would have been 
charged partly to “Cost-Plus-Fixed-Fee” contracts with the Government. Ap- 
proximately $67,000 in fixed and non-variable expenses were charged to this 
contract, more than $45,000 of which served as a reduction in the cost of these 
CPFF contracts and thus lowered costs to the Government on these contracts. 


Reporting the use of source change to contracting officer 


There must be considered flexibility on the part of any manufacturing 
organization to change manufacturing methods and sources. In this respect, 
approximately 900 changes from “make” to “buy” or vice versa, were made 
in the Government contracts performed at AC-Milwaukee during the period 
October 1956 to September 1958. It has not been AC’s practice to request 
permission from the Contracting Officer to make these changes. In the first 
place, neither the above contract nor any other contract required AC to ob 
tain such approvals. We also feel that when the Government enters into a 
contract with AC Spark Plug Division, it expects to and does obtain the avail- 
able management ability which, among other things, encompasses the exer- 
cise of good business judgment in determining whether components should be 
manufactured or purchased. 


Conclusion 

We are of the opinion that it is generally understood that contractors are 
entitled to retain profits which result from their efficiencies and good per- 
formance in connection with fixed-price contracts, even though such profits 
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may exceed the rates contemplated by the negotiated contract prices. How- 
ever, there may be instances where profits developed from some action taken 
py the contractor in the performance of the contract, nor contemplated in the 
contract negotiation, but not inconsistent with the contractual intent of the 
es. In such cases, under appropriate circumstances, the contractor may 
feel that the profits attributable to such action should be refunded. 
We recognize that the change in the “make” or “buy” arrangement contem- 
ted by the parties, was made on the basis of considerations, independent of 
the contract, although indirectly beneficial to the contract performance. Also, 
since it was contemplated that the item would be entirely subcontracted, except 
for packaging and handling, it is reasonable to expect that if the arrange- 
ment had been carried out, the realized profit would have approximated the 
contemplated profit under normal circumstances. In view of this, we believe 
that the difference between the profits realized on this contract and the profit 
contemplated by the Corporation in the proposal, calculated by us to be $106,- 
872, should be refunded to the Air Force. 
Attached for your information is a copy of the letter to the Air Force offering 
this refund. 
Very truly yours, 
AC SPARK PLue Division, 
GENERAL Morors CORPORATION, 
J. A. ANDERSON, 
General Manager. 
Attachment. 
APPENDIX B 


DEPARTMENT OF THE AIR FORCE, 
OFFICE OF THE ASSISTANT SECRETARY, 
Washington, August 27, 1959. 
Mr. C, M. BAILEY, 
Associate Director, 
Defense Accounting and Auditing Division, 
US. General Accounting Ofice, 
Washington 25, D.C. 


Deak Mr. BaILey: I refer to your letter of 2 March 1959, together with in- 
dosed draft report on examination of the pricing of Department of the Air 
Force negotiated fixed price contract AF 09(603)-—32259 with General Motors 
Corporation, AC Spark Plug Division, Milwaukee, Wisconsin. We advised you 
in a letter dated 26 March 1959 that we would take appropriate action in this 
matter. 

As a result of your findings and subsequent analysis by the Department of 
the Air Force, the contractor has agreed to a voluntary refund of $105,872 sub- 
ject to an off-setting tax adjustment of $6,583 negotiated between the contractor 
and the Internal Revenue Service. A supplemental agreement has been pre- 
pared reducing the overall costs under the contract by the amount of the ad- 
justed refund. 

Appropriate steps have been taken to emphasize to our contracting officials 
the importance of closely following contract performance. Additionally, in the 
area of “make or buy” decisions, detailed guidance has been provided to con- 
tracting officers, including the use of a related contractual clause requiring con- 
tractors to notify Air Force contracting officers of any changes to the “make 
or buy” structure specified under the contract. These instructions were first 
published in Air Force Procurement Circular No. 31, dated 19 December 1958, 
and on 21 May 1959 were incorporated in Part 1, Section LIII of the Air Force 
Procurement Instruction. 

lappreciate your bringing this matter to my attention. 

Sincerely, 
P. B. TaytLor, 
Assistant Secretary of the Air Force, 


40113—59——49 
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APPENDIX III 


FRIDAY, NovEMBER 13, 1959, 
Hon. F, A. Bantz, ‘i 
Under Secretary of the Navy, 
Washington, D.C. 


Deak Mr. Secretary: I have for acknowledgment your letter of November 6, 


1959, with which you enclosed documents relating to modifications and changes 
in Navy contract procedures. 

This relates to hearings of July 17, 1959, at which time the General Account. 
ing Office reported on certain Navy contracts, 
Pes material will be included by interpolation in the record of that pro. 

ng. 

Thank you for your continuing interest and for bringing this matter to oyr 

attention. 
Sincerely yours, 
F. Epwarp H&ésert, Chairman, 


DEPARTMENT OF THE NAvy, 
OFFICE OF THE SECRETARY, 
Washington, November 6, 1959, 
Hon. F. Epwarp HEBERT, 
Chairman, Subcommittee for Special Investigations, Committee on Armed Serv- 
ices, House of Representatives, Washington, D.C. 


My Dear Mr. CHAIRMAN: At the hearing last July 17 concerning GAO reports 
on Navy procurement we requested an opportunity to give the committee a sun- 
mary of the actions the Navy has taken since the Korean war to improve con- 
tracting procedures. This summary is submitted herewith. We would appre 
ciate its inclusion in the record of the hearing. 

The principal conclusion of the GAO reports on 14 cases was that in a dozen of 
them, mostly involving Korean war procurement, the Navy had accepted cost 
statements for pricing purposes without sufficient analysis or audit. We believe 
that the summary of procurement instructions submitted herewith shows that 
the Navy has taken aggressive action since the Korean war to improve the pro- 
ceedures for contract pricing, particularly in regard to the analysis of current 
cost data at both the prime and subcontract levels and the audit of contractors’ 
cost data relied on in establishing both preliminary and financial contract prices, 

Detailed cost estimates have generally been required in the pricing of signi- 
ficant negotiated contracts. Comprehensive guidelines on conducting cost and 
price analysis were published in 1953, at which time a standard form for cost 
analysis was adopted. The criteria of when and how to analyze costs were 
reemphasized in 1957. In 1959 contractors were made to certify that they were 
disclosing their most current cost data for pricing of negotiated contracts over 
$100,000 where the price is based more on the contractor’s cost data than on 
effective competition. Also in 1959 our redetermination clauses were changed 
to require explicitly that contractors submit the most current data for repricing 
purposes with the discretionary sanction of suspension of payments until the 
data are furnished. Beginning in 1953, instructions focused on contractors’ 
make-or-buy plans in terms of their effect on contract prices, and in 1954 controls 
were established for reviewing and approving the pricing of significant sub- 
contracts under fixed-price-type contracts. 

Auditing contractors’ price proposals has been the general practice for the final 
pricing of incentive and redeterminable contracts. The importance of auditing 
in the pricing of fixed-price-type contracts was emphasized in 1957, and in 1958 
the Secretary of the Navy notified the bureau chiefs that auditing is “impera- 
tive” in complex negotiations of large dollar amounts. In October 1959 audit- 
ing requirements were explicitly extended to target prices under incentive con- 
tracts and to other pricing actions primarily based on contractors’ cost data. 

While the Navy has initiated many of these improvements in procurement 
pricing procedures, the General Accounting Office has suggested some of them 
and we shall continue to welcome GAO recommendations for further improve 
ment in our procurement procedure. However, as essential good procurement 
procedures are, we also recognize that we must have informed judgment by our 
procurement people to achieve close but fair prices. In order to improve the 
quality of individual performance we have published various training guides 
such as “Navy Contract Law,” “Navy Negotiators Handbook,” and “Navy Con- 
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tract Auditors Handbook.” Also we have conducted and are conducting inten- 
sive training courses for negotiators and others in cost and price analysis and 
contract administration. 

We are striving to improve our contract pricing and to learn from our mis- 
takes. At the same time, with Navy procurement in the magnitude of at least 
$7 billion and 75,000 contracts annually ever since 1953, we think that this 
enormous undertaking has been done with few exceptions at fair and reasonable 


‘Sincerely yours, 
F. A. Bantz, 
Under Secretary of the Navy. 


DEPARTMENT OF THE Navy, 
OFFICE OF THE SECRETARY, 
Washington, October 26, 1959. 


Summary OF INSTRUCTIONS Since Korean War For CiosE Pricine or Navy 
SONTRACTS MADE BY NEGOTIATION 


SYNOPSIS 


I. Navy policy established in 1953 not to award production contracts for 
technical equipment requiring significant development or modification in 
design. 

Il. Requirements for cost and price analysis: 

A. In general: 

1. Detailed cost estimates generally required since 1950. 

2. Comprehensive guidelines for cost analysis issued in 1953. 

3. Standard cost and price analysis form adopted in 1953. 

4. Additional criteria for and techniques of price and cost 

analysis issued in 1957; supplemented in 1959. 

(a) Price analysis necessary in every procurement. 

(b) Criteria for use of cost analysis, 

(c) Cost comparisons to be made. 

(d) Forecasting future trends in costs from historical 
cost experience of primary importance. 

(e) Contractor’s certificate of disclosure of all current 
cost and pricing data generally required for 
negotiated contracts over $100,000. 

Ill. B. Cost Analysis in price redetermination negotiations: 
. Instructions on cost analysis for price redetermination issued 
in 1953. 
2. Navy cost analysis form for price redetermination adopted in 
1954. 
3. Cost analysis for price redetermination reemphasized in 1955. 
4. 1959: Revised price redetermination clauses explicitly re- 
quire contractor to submit most recent cost data. 
C. Evaluation of contractor’s “make-or-buy”’ plans: 
1. Guidelines issued in 1953 and 1957; supplemented in 1959. 
2. Effect of subcontracting on contractor’s profit allowance: 
Various factors to be considered explained in 1953 and 
repeated in 1959. 
D. Review and approval of subcontract prices: 
1. Basie controls established in 1954. 
2. Additional controls provided in 1959. 

(a) First-tier subcontractors certificate of disclosure to 
prime contractor of all current cost and pricing 
data generally required for subcontracts in excess 
of $100,000. 

(b) Provision made for repricing prime contracts in light 
of subcontract repricing. 

(ec) Standard clause for approval of certain subcontracts 
prescribed for fixed-price incentive and redeter- 
minable prime contracts. 

EK. Special factors for pricing sole source items. 
F. Neither statutory renegotiation nor contractor’s certificate of re- 
liability of cost data acceptable substitutes for pricing negotiations. 


— 
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III. Requirements for Audit of Contract Prices: 
A. Auditing of contractors’ proposals for price redetermination and for 
final pricing of incentive contracts generally required since 195) 
B. Importance of auditing 2s a pricing aid emphasized in 1957 ang 
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1, General guidelines set forth in ASPR 3-809 (Feb. 1, 1957) 

2. May 1958: Secretary of the Navy policy statement that 
auditing is imperative in complex negotiations of large 
dollar amounts. 

C. October 1959: Auditing requirements explicitly extended to target 
prices under incentive contracts, conversion of letter contracts 
equitable adjustments in contract prices, and other pricing actions 
primarily based on contractor’s cost data: 

1. Advisory audit reports required. 
2. The auditor as part of the negotiating team. 

D. Audit of adequacy of contractor’s accounting system required prior 
to awarding contracts in excess of $300,000 on other than a firm 
fixed-price basis. 

E. Use of auditors in analysis of significant subcontract prices required 
whenever audit is made of prime contract pricing. 

IV. Instructions on use of firm fixed-price and incentive contracts: 

A. “Navy Contract Law” (1949) fully explained the advantages of and 
limitations of these types of contracts; restated in 1959 edition, 

B. Navy procurement directives of 1953 repeated basic instructions op 
use of fixed-price and incentive contracts. 

C. “Navy Negotiators Handbook” (1953) contained thorough discussion 
of factors appropriate to the selection of fixed-price and incentive 
contracts; restated in 1958 edition. 

D. Current instructions in the Armed Services Procurement Regulation, 

1. The firm fixed-price contract shall not be used when con- 
tingencies proposed in the contract price are considered 
unreasonable. 

2. Limitations on the use of fixed-price incentive contracts. 

3. Criteria for selection of appropriate type of contract extended 
to review and approval of proposed subcontracts. 


“4 


I. NAVY POLICY ESTABLISHED IN 1953 NOT TO AWARD PRODUCTION CONTRACTS FOR 
TECHNICAL EQUIPMENT REQUIRING SIGNIFICANT DEVELOPMENT OR MODIFICATION 
IN DESIGN 


NPD 14-106 (Oct. 1, 1953) established this policy, subject to limited excep 
tions for reasons of “military urgency,” to avoid “the increased cost inherent” in 
such procurement. Policy currently set forth in NPD 3-108 (Apr. 1, 1959). 


II. REQUIREMENTS FOR COST AND PRICE ANALYSIS 
A. In general 


1. Detailed cost estimates generally required since 1950.—A Munitions Board 
directive of August 24, 1950, established DOD policy “generally to require de 
tailed estimates of price components on negotiated prime contracts and major 
subcontracts thereunder” and to require in the administration of price redeter- 
mination clauses and incentive-type contracts “a detailed reestimate of price 
components, together with evidence drawn from the company’s cost-control sys 
tem in a form adequate to disclose the degree of accuracy of the estimating 
system” (NPD 18-101.5-4b(7) (1952 edition) ). 

2. Comprehensive guidelines for cost analysis issued in 1958.—Chapter 4 of the 
“Navy Negotiators Handbook,” issued in 1953 by the Office of Naval Material, 
comprehensively discussed the types and extent of cost data and cost analysis 
necessary to the close pricing of negotiated fixed-price and cost-reimbursement 
contracts: These guidelines are continued in chapter 4 of the 1958 edition of 
the handbook. 

8. Standard cost and price analysis form adopted in 1953.—ASPR 16-002 
(June 29, 1953) prescribed DD Form 633 (Cost and Price Analysis) for use in 
all cases “requiring price analysis, except where the accounting system of a 
proposed contractor makes the use of the contractor’s form more practicable and 
where the form used by the contractor is adequate to provide the necessary data 
in an acceptable form.” 





1Qne copy of secs. B—-D of ch. 4 of “Navy Negotiators Handbook” (NavExos P-1001 
(1953),) is being submitted to the House Armed Services Committee for the record. 
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4, Additional criteria for and techniques of price and cost analysis issued. in 
1957; supplemented in 1959.— 

a) Price analysis necessary in every procurement: “Some form of price 
analysis should be made in every procurement, even when competitive proposals 
have been submitted.” ASPR 3-808.2(a) (Feb. 1, 1957), currently ASPR 
3-807.3(a) (Oct. 1, 1959). “In the absence of effective price competition, the 
negotiating team must make a thorough analysis of contractors’ proposals and 
must be in possession of current, complete, and correct cost or pricing data before 
decisions are made on contract prices.”* ASPR 3-807.3(a) (Oct. 1, 1959). 
[Emphasis added.] “Rough yardsticks may often be developed (in such terms 
as dollars per pound, per horsepower, or other units) to point up apparent gross 
inconsistencies which should be subjected to additional pricing techniques, in- 
duding cost analysis. Such yardsticks should be considered as an indispensable 
adjunct to cost analysis since a study of a single offeror’s estimated costs in 
sole source situations will not indicate whether the proposed price is fair and 
reasonable in comparison with other products of the same kind” (ASPR 3-808,2 
(c) (Feb. 1, 1957), currently ASPR 3-807.3(c) (Oct. 1, 1959) ). 

(b) Criteria for use of cost analysis: Pursuant to ASPR 3-808.3(a) (Feb. 1, 
1957), currently ASPR 3-807.4(a) (Oct. 1, 1959), cost analysis is “desirable” 
when— 

(i) “effective competition has not been obtained” or “a valid basis for 
price comparison has not been established” ; 

(ii) “price comparisons have revealed apparent inconsistencies” or “the 
prices quoted appear to be excessive” ; 

(iii) “the proposed contract is of a significant amount and is to be awarded 
to a sole source”; or 

(iv) “a cost-reimbursement, incentive, price redeterminable, or time and 
material contract is negotiated.” 

(ce) Cost comparisons to be made: ASPR 3-808.3(c) (Feb. 1, 1957), currently 
ASPR 3-807.4(c) (Oct. 1, 1959), provided that “among the several types of cost 
comparisons that should be made * * * are comparisons of a contractor’s or of- 
feror’s current estimated costs with— 

“(i) actual costs previously incurred by the contractor or offeror; and 
with its last prior estimate for the same or similar item or with a series 
of prior estimates ; 

“(ii) current estimates from other possible sources ; and 

“(iii) prior estimates or historical costs of other contractors manufac- 
turing the same or related items.” 

(d) Forecasting future trends in costs from historical cost experience of pri- 
mary importance in pricing: ASPR 3-808.3(d) (Feb. 1, 1957), currently ASPR 
$-807.4(d) (Oct. 1, 1959). 

(e) Contractor’s certificate of disclosure of all current cost and pricing data 
generally required for negotiated contracts over $100,000:* This certificate 
“shall be obtained from the prime contractor immediately prior to agreement on 
negotiated prices, targets, or price revisions.” In the contracting officer’s dis- 
cretion the “certificate may be obtained when lesser amounts are involved.” 
ASPR 8-807.3(a) (Oct. 1, 1959). The form of certificate, set forth in ASPR 
$-807.7 (Oct. 1, 1959), provides: 

“This is to certify, to the best of my knowledge and belief, that in the prepara- 
tion of the proposal for ~--------.--.-_-__ being (to be) produced under the 
terms of (contract, proposal, quotation, ete.) No. _.___.-_._: (i) all available 
actual or estimated costs or pricing data have been considered in preparing the 
price estimate, and made known to the Contracting Officer for his use in evaluat- 
ing the estimate, and (ii) any significant changes in the above data which have 


occurred since the preparation of the above proposal through the ames of 
e 
ES ee ey ae __._.. also have been made known in the price negotiations 
(Month) (Year) 

tothe Government negotiator. 
ES SE Sree eer 
ND incase msaeaeec geet teeta 
Firm Rest 








*This accords with the GAO recommendation made at p. 6 of its report to the Congress, 
B~132942, of July 14, 1959, on “Examination of Selected Department of the Navy Con- 
tracts and Subcontracts,”’ that contracting officials should be required ‘‘to obtain the most 
current information available on prior cost experience as well as on estimated costs of 
future production * * *,” 

*See note 2, supra. 
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B. Cost analysis in price redetermination negotiations 


1. Instructions on cost analysis for price redetermination issued in 1953— 
Chapter V Bd of the “Navy Negotiators Handbook” covered this in detail, jp. 
cluding the importance of an independent audit of the contractor’s incurred ang 
projected costs. Also it emphasized that the negotiator “should be certain that 
the cost information which he receives is complete and not merely on items ae. 
tually delivered.” 

2. Navy cost analysis form for price redetermination adopted in 1954.—Npp 
18-502 (Jan. 1, 1954) required the use of this form “in obtaining actual and 
jected cost and production data on contracts requiring redetermination.” 

3. Cost analysis for price redetermination reemphasized in 1955.—NPD 18. 
102.2a (Jan. 3, 1955) reemphasized that in price redetermination negotiations 
“full consideration” shall be given, among other things, to the contractor’s “cogt 
data including questioned costs and the allocability and reasonableness of costs,” 

4, 1959: Revised price redetermination clauses explicitly require contractor 
to submit most recent cost data.—Issued as ASPR 7-109 (Apr. 20, 1959), these 
revised price redetermination clauses explicitly require, among other things, that 
the contractor furnish for price redetermination current statements of incurred 
and estimated costs showing the most recent cost data as well as an explanation 
of significant differences from prior cost statements. Supplementary statements 
are also required in the event price redetermination is delayed.® Additionally 
provision is made that where the contractor fails to make timely submissions 
of the required data, the contracting officer may suspend further payments until 
the data are furnished. 


0. Evaluation of contractor’s “make-or-buy” plans 


1. Guidelines issued in 1953 and 1957; supplemented in 1959.—Chapter IV 0 
4b(4) of the “Navy Negotiators Handbook,” issued in 1953, emphasized the impor- 
tance of evaluating significant costs of items of material in terms of whether 
such costs could be reduced depending on whether the items were made or pur- 
chased by the contractor, or purchased by the Government and furnished to the 
contractor, as appropriate. Also stressed were criteria for evaluating the effec. 
tiveness of the contractor’s purchasing practices. Essentially these criteria were 
later incorporated in ASPR 3-808.5(b) (Feb. 1, 1957). ASPR 3-901 and 3-902 
(Oct. 1, 1959) supplemented the foregoing to require generally the review and 
approval of the contractor’s make-or-buy program and purchasing system where 
“(i) the item, system, or work is complex, the dollar value, or competition is 
restricted; and (ii) cost reimbursement, price redetermination or incentive-type 
contracts are to be used.” Also, ASPR 3-903.3 (Oct. 1, 1959) amplified the 
criteria for review and approval of the contractor’s purchasing system. 

2. Effect of subcontracting on contractor’s profit allowance: Various factors 
to be considered explained in 1958 and repeated in 1959.—Chapter 4 C 8e(4) of 
the “Navy Negotiators Handbook” (1953) set forth the relevant factors by which 
to appraise a reasonable profit based on the extent of contemplated subcon- 
tracting and pointed out the complexity of this matter and the dangers of an 
oversimplified or automatic approach. Particular emphasis was given to the 
effect of subcontracting upon the contractor’s risktaking and whether or not 
subcontracting will result in lower overall costs. Also attention was directed 
to the policy of not reducing the contractor’s profit return by virtue of his efforts 
to promote subcontracting to small business concerns and to broaden the indus- 
trial base, as set forth in NPD 18-1300 (Oct. 1, 1952). Essentially these factors 
are repeated in ASPR 3-808.2(h) (Oct. 1, 1959) .? 


D. Review and approval of subcontract prices 


1. Basic controls established in 1954.—NPD 18-105 (Jan. 1, 1954) set forth 
basic Navy policies and procedures for the close pricing of subcontracts. It 
provided for obtaining information from prime contractors on the extent of cost 
or price analysis accomplished on proposed subcontract prices and for “careful 


(a i Big ~~ subsequently superseded by a similar DOD form. See ASPR 16-207 
une 11, : 
5 Prior Navy redetermination clauses did not explicitly require the contractor to furnish 
supplemental cost data if redetermination was delayed, e.g., although they did require the 
contractor to furnish “such reasonable further information as may be relevant, upon 
noqpest ty the Contracti Officer ifying the information desired.”” NPD 10, 
(1945 oe mony. republished as NPD 7-107 (1957 edition). See also GAO Report, note 2, 
supra, a A 

Oris oF is me ge | set forth in NPD 3-808.4(a) (Apr. 1, 1959). 

TSee O Report, note 2, supra, at 37. 
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greening” and the “establishment of appropriate controls with respect to sub- 
eontracts when— 

“(a) The subcontract is for an item upon which there is no cost informa- 
tion or the pricing appears unrealistic, and the amounts involved are sub- 
stantial ; 

“(b) Close working arrangements, or other business or ownership affilia- 
tions exist between the prime and the subcontractor which may preclude 
the free use of competition or close pricing ; 

“(c) The terms of the proposed subcontract, purchase order, or informal 
commitment provide for downward price revision at a given point or after 
completion and the prime contractor quotations are based on the subcon- 
tractor’s maximum price; 

“(d) The subcontractor is pricing less favorably to the prime contractor 
than it prices prime contracts with the Government to be performed in 
approximately the same periods ; 

“(e) The subcontract or purchase order is to be placed on a cost basis.” 

It was further provided that (i) where “substantial contingencies, lack of cost 
experience, lack of available or effective competition” are apparent in proposed 
subcontract prices, the contracting officer will recommend “repricing provisions” 
in the subcontract or “consideration of another source” by the prime contractor ; 
and (ii) “care should be taken to insure that the effects of repricing of subcon- 
tracts or purchase orders are reflected in the final contract price.” Essentially 
these controls were incorporated in ASPR 3-808.5 (Feb. 1, 1957), but with the 
addition of a further contractual requirement for the Government to have the 
right to audit the records of subcontractors whose contracts are subject to 
Government approval. 

9. Additional controls provided in 1959.—The foregoing controls were supple- 
mented by a revision to ASPR of October 1, 1959, as follows: 

(a) First-tier subcontractor’s certificate of disclosure to prime contractor of 
all current cost and pricing data generally required for subcontracts in excess of 
$100,000: ASPR 3-807.5(a) (Oct. 1, 1959). The form of certificate is substan- 
tially that set forth in II A 4e supra, modified to reflect that it is a certification 
to the prime contractor rather than to the Government. Also “the prime con- 
tractor shall be required to furnish such certificate to the contracting officer.” 

(b) Provision made for repricing prime contracts in light of subcontract 
repricing: ASPR 3-807.5(b) (Oct. 1, 1959). It is there provided that “where 
certain subcontracts are subject to redetermination and available cost data on 
these subcontracts are highly indefinite but other circumstances require prompt 
negotiation of revised prime contract prices, the contract modification which 
evidences the revised contract prices should provide for adjustment of the 
total amount paid or to be paid under the contract on account of subsequent 
redetermination of specified subcontracts. This may be done by including 
in the contract modification a provision substantially as follows: 

“Promptly upon the establishment of firm prices for each of the subcon- 
tracts listed below, the contractor shall submit, in such form and detail as the 
contracting officer may reasonably require, a statement of costs incurred in the 
performance of such subcontract and the firm price established therefor. There- 
upon, notwithstanding any other provisions of this contract as amended by 
this modification, the contractor and the contracting officer shall negotiate an 
equitable adjustment in the total amount paid or to be paid under this contract 
to reflect such subcontract price revision. The equitable adjustment shall be 
evidenced by a modification to this contract, signed by the contractor and the 
contracting officer.’ 

“(List subcontracts]” 

(c) Standard clause for approval of certain subcontracts prescribed for fixed- 
price incentive and redeterminable prime contracts (ASPR 3-903.1 (Oct. 1, 
199)): This clause is generally required when one or more subcontracts will 
exceed $100,000 or when the prime contract will exceed $1,000,000. Among 
other things, it incorporates the requirements of the certificate described in 
II D 2a supra. 

B. Special factors for pricing sole source items 

ASPR 3-807.6 (Oct. 1, 1959): “When purchases of standard commercial or 
modified standard commercial items are to be made from sole source suppliers, 
use of the techniques of price and cost analysis may not always be possible. 
In such instances and consistent with the volume of procurement normally 
consummated with the contractor, the contractor’s price lists and discount 
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or rebate arrangements should be examined and negotiations conducted on the | 2M 
basis of the ‘best user,’ ‘most favored customer’ or similar practice customa | tive in 
followed by the contractor. Such price negotiations should consider the volume | poicie 
of business anticipated for a fixed period, such as a fiscal year, rather than comple 
the size of the individual procurement being negotiated. When a contractor contra 
whose product is required because of its proprietary character or whose technica) _speci@! 
assistance is essential declines to negotiate a profit or fee in accordance. with audit 

the considerations and factors set forth in ASPR 3-808.1 or 3-808.2 or demands _sudito 
a profit or fee which the contracting officer considers to be unreasonable jn _ seeri 
relation to the supplies to be furnished or services or work to be performed, the _ segoti 
procuring activity concerned should attempt to develop an alternate source of | desires 


supply.” | officer 
F. Neither statutory renegotiation nor contractor’s certificate of reliability of | and re 
cost data acceptable substitutes for pricing negotiations | ¢. 0c 
ASPR 3-807.8 (Oct. 1, 1959) : “Contracting officers shall not rely primarily | 
(i) on the contractor’s certificate as to the reliability of current data used in ‘ 
negotiations where effective competition is not obtained, nor (ii) on profit i 
limiting statutes as remedies for ineffective pricing.” 1.4 
he C 

III, REQUIREMENTS FOR AUDIT OF CONTRACT PRICES tats 


A. Auditing of contractors’ proposals for price redetermination and for final sh 
pricing of incentive contracts generally required since 1951 
Thus a letter from the Chief of the Bureau of Aeronautics of October 3, 1951, 
to the Chief, Bureau of Supplies and Accounts “requested that Bureau of Sup 
plies and Accounts, Cost Inspection Service, submit an advisory report in connee. 
tion with the final redetermination of each incentive fixed-price type contract 


* : ne é it 
issued by this Bureau.” Similar requests for audit reports on the final pricing t! 
of incentive and redeterminable type contracts were made in 1951 by the Burean ° 
of Ordnance * and the Bureau of Ships.’ . 
B. Importance of auditing as a pricing aid emphasized in 1957 and 1958 a 
1. General guidelines set forth in ASPR 3-809 (Feb. 1, 1957).—“The audit c 
services within the Military Departments should be utilized as a pricing aid by a 
the contracting officer to the fullest extent appropriate when the dollar amount “(2 
involved is sufficiently large to, or special circumstances exist which warrant for u 
the time and expense required for the particular type of advisory audit, special sion 
survey, or audit analysis of price or cost desired. Judicious use of audit serv- In al 
ices will expedite proper pricing. The determination as to the necessity of an was | 
audit report for pricing purposes is the responsibility of the contracting officer. 2. | 
When requesting audit services, the contracting officer shall state the purpose party 
for which the report is to be used and define any specific areas of audit examina- be ut 
tion which should be given special attention * * *. Close coordination between | priat 
the audit agency and procurement personnel will assist in determining the neces- | negot 
sity of audit of price or cost proposals or the necessity of special surveys relating | ever 
to contractor’s accounting or purchasing systems. Some of the conditions under | influ 
which the contracting officer should consider the use of audit services include— | ofsu 
“(i) inadequate knowledge concerning the contractor's accounting policies, erati 
cost systems, or substantially changed methods or levels of operation ; of th 
“(ii) previous unfavorable experience indicating doubtful reliability of | final 
the contractor’s estimating, accounting, or purchasing methods; audi 
“(iii) procurement of a new product for which cost experience is lacking; DA 
and : 
“(iv) contract performance requiring a substantial period of time.” tt 
| fixed 
® Chief, BuOrd, letter of Jan. 10, 1951, to Chief, BuSandA: “It is requested that Cost | 
Inspection Service schedule all Bureau of Ordnance contracts containing price redeter- the 
mination clauses for submission of an advisory report * * * as soon after the target Com 
date for price redetermination as is practicable.” advi 
® Chief, BuShips, letter of Aug. 9, 1951, to Chief, BuSandA: 
“1. Effective immediately it will be the policy of the Bureau of Ships to require Cost lend 
Inspection advisory reports on all redeterminuations except in the following: —_ 
““(a) Contracts less than $100,000. 
“(b) Contracts in excess of $100,000 if the Contract Division informs Cost Inspection | 
Service that an advisory report is not desired. | 
“2. In those cases when the redetermination point has been reached and the contractor to a 
has submitted redetermination data to the Contract Division, Cost Inspection will not sign} 
make any audit unless requested to do so wy the Contract Division. Also, should an actu: 
advisory report be desired on any contract of less than $100,000, a specific request will be was 


made by this Bureau.” 
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9, May 1958: Secretary of the Navy policy statement that auditing is impera- 
tice in complex negotiations of large dollar amounts.—“Close adherence to the 
jicies outlined in [ASPR 3-809] is essential to good contracting. In the more 
@mplex negotiations involving large dollar amounts, it is imperative that the 
cntracting officer and negotiator avail themselves fully of the talents of 
lists in the fields of law, accounting, finance, engineering, and particularly 
qudit and cost analysis. Advisory reports submitted by cost analysts and 
quditors which are accompanied by appropriate comments of technical and engi- 
yering personnel, are valuable pricing aids and are especially important to the 
gegotiator when normal price analysis techniques will not bring about the 
qesired result. The policy requirement does not, however, relieve the contracting 
gficer Of his primary responsibility for accomplishing the objective of a fair 
nd reasonably priced contract.” ” 


(, October 1959: Auditing requirements explicitly extended to target prices 
under incentive contracts, conversion of letter contracts, equitable adjust- 
ments in contract prices, and other pricing actions primarily based on 
contractor’s cost data 

1. Advisory audit reports required—*“(1) Contracting officers shall request 
the Contract Audit Division for an advisory audit report for the purpose of 
obtaining an independent evaluation of contractors’ proposals in the following 
cases 

“(i) conversion of letter contracts; 

“(ii) redetermination of contract prices; 

“(iii) setting of firm targets under incentive contracts; 

“(iv) final pricing of incentive contracts; and 

“(v) equitable adjustments including change orders; unless the contract. 
ing officer determines that there are good and sufficient reasons for waiving 
the use of such audit assistance. Such reasons might be the availability 
of adequate current information from other sources or the small dollar 
amount of the proposal compared to the time and expense of securing an 
advisory report. Where audit assistance has been waived and business 
clearance is required, the details supporting the waivers shall be furnished 
as part of the business clearance. 

“(2) Contracting officers should also generally obtain advisory audit reports 
for use in negotiating any pricing action where the negotiations involve submis- 
sion of cost data by the contractor and reliance thereon is a major pricing factor. 
In all such cases where business clearance is required and an advisory report 
was not requested, the clearance submissions should cover this point.” * 

2. The auditor as part of the negotiating team.—‘It is the policy of the De- 
partment of the Navy that the ‘team concept’ in negotiated procurement shall 
be utilized to the maximum extent practicable * * *. This includes in appro- 
priate cases, participation of the liaison accountant or field auditor in both pre- 
negotiation and negotiation meetings internally and with the contractor when- 
ever (i) substantial amounts of costs are questioned, (ii) cost considerations are 
influenced by method of accounting, or (iii) any other cost or accounting matter 
of substance requires professional accounting assistance in its disposition. Op- 
eration under the team concept, however, does not relieve the contracting officer 
of the sole responsibility of controlling and conducting negotiations and making 
final determinations with respect to prices, nor does such participation change the 
auditor’s position to other than advisory.” ” 


D. Audit of adequacy of contractor’s accounting system required prior to award- 
ing contracts in excess of $300,000 on other than a firm fired-price basis 

NPD 8-303 (Oct. 15, 1959): “When it is proposed to use other than a firm 
fixed-price type of contract, and the contract is subject to business clearance by 
the Office of Naval Material, the Contract Audit Division of the Office of the 
Comptroller of the Navy shall be requested by the contracting officer to furnish 
advice as to whether the proposed contractor has an accounting system which 
lends itself to the satisfactory administration of the particular type of contract 





®SecNav memo of May 19, 1958, to Navy Bureau Chiefs. 

“NCPD 6-60 (Oct. 8, 1959), to be published as NPD 3-809. ‘This directive would appear 
to accord with the GAO recommendation in its report, note 2, supra, at 29, that “for 
tignificant items, the Navy should verify independently [contractor’s representation as to 
actual costs and estimates of future costs) through review of the records from which it 
"ihre 
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or pricing provisions proposed. If placement of the contract is imperative due 
to a valid urgency, the request to the Contract Audit Division and the Contract 
Audit Division’s reply may be made orally. The Business Clearance Memo- 
randum submitted to the Office cf Naval Material (Code M38) shall make refer. 
ence to the advice received from the Contract Audit Division concerning the 
proposed contractor’s accounting system. Omission from the Business Cleq 

of reference to such advice and action thereon will result in automatic returp 
of the Business Clearance without action.” 


B. Use of auditors in analysis of significant subcontract prices required when. 
ever audit is made of prime contract pricing (NavCompt notice 7572 of July 
9, 1959) 


IV. INSTRUCTIONS ON USE OF FIRM FIXED-PRICE AND INCENTIVE CONTRACTS 


A. Navy contract law (1949) fully explained the advantages and limitations of 
these types of contracts ; restated in 1959 edition 

With regard to firm fixed-price contracts, “Navy Contract Law” stated at D. 

140: 

“The straight fixed-price contract, as the name implies, represents an agree 
ment by the contractor to furnish designated supplies or services at a specified 
firm price. In its basic form, it carries the greatest risk and offers the greatest 
possibility of profit of any type of contract, since the contractor cannot collect 
more than the agreed fixed price but is entitled to receive the full amount of 
the fixed price, regardless of the actual cost of performing the contract. This 
type of contract is preferred whenever a sound estimate of the cost of perform- 
ing a contract can be made at the time of negotiation. Since it is fundamentally 
a simple exchange of a specified sum of money for a specified item, it is also 
the easiest and least costly of all types of contracts to administer.” ” 

With regard to fixed-price incentive contracts, “Navy Contract Law” stated 
at p. 148: 

“From the standpoint of the Government, the worst type of contract is the 
type of contract (like the cost-plus-a-percentage-of-cost contract) under which 
the allowance for profit is increased as the cost of performance increases. Ob- 
viously, this type of contract serves as an incentive to contractors to increase 
the cost of performing the contract in order to secure a larger allowance for 
profit. Conversely, the best form of contract would seem to be one which gives 
the contractor the greatest incentive to save costs. Of course, the straight 
fixed-price contract gives the contractor such an incentive, but the Government 
does not share in the resulting saving of cost. The maximum price contract 
theoretically provides some incentive to reduce costs, since the negotiator may 
recognize economy of performance by allowing a greater sum for profit in the 
redetermined price; however, many contractors feel that by reducing the base 
against which profit is customarily measured, the overall profit allowed may be 
reduced, and so the incentive (if any) to reduce costs in this type of contract 
is slight. To meet the need of a type of contract which would provide a realistic 
incentive to save cost, the ‘fixed-price incentive-type contract’ was devised. 

“The fixed-price incentive-type contract requires, first, that a realistic estimate 
be made of the cost of performing the contract. To this amount, a reasonable 
allowance for profit is added. The sum of these amounts constitutes the ‘base’ 
or ‘target’ price, in other words the price which the Navy estimates would be 
fair and reasonable. A maximum amount which the final contract price cannot 
exceed is next determined. If the final cost of performing the contract is exactly 
equal to the estimated cost, the contractor receives the predetermined profit. If 
the final cost is less than the estimated cost, the contractor shares the cost 
saving on the basis of previously negotiated percentages; the contractor thereby 
benefits by receiving a larger profit, while the Government benefits by being re 
quired to pay a lower total contract price. If the final cost of performing the 
contract is greater than the estimated cost, the contractor’s profit is reduced. 
If the final cost is equal to the maximum price, the contractor makes no profit; 
and if it exceeds the maximum price, the contractor is required to absorb the 
excess at its own expense. Obviously, care must be exercised to keep the maxi- 
mum price as low as possible if the Government is to enjoy the advantages 
inherent in the incentive contract. For this reason, the incentive contract should 


%3 See also “Navy Contract Law,” sec. 7.3 (2d edition, 1959) to be published in Decem- 
ber 1959 by the Government Printing Office. 
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used only where there is sufficient previous cost experience to make it pos- 
gible to determine a realistic base price.” - 


B. Navy procurement directives of 1953 repeated basic instructions on use of 
fiwed-price and incentive contracts (NPD 15-201 (1953) ) 

With regard to fixed-price contracts, NPD 15-201.4 stated : 

“Phis type of contract is suitable for use when adequate and reasonably 
stable specifications are available and a sound estimate of the probable cost of 

ormance can be made, or other assurances as to the reasonableness of price, 
through price comparisons or otherwise, are available. The firm fixed-price 
contract shall be the type of contract generally used since it places maximum risk 
and responsibility upon the contractor and gives him the greatest incentive for 
cost reduction. This type of contract is particularly suitable for commercial 
type items generally available from competing sources and for military type 
equipment which has been produced previously and on which relevant produc- 
tion and cost experience are available. The inclusion in the proposed contract 
price of reasonable amounts to cover contingencies which have some likelihood 
of occurrence does not necessarily require or warrant the use of price redetermi- 
nation provisions.” 

Concerning the use of fixed-price incentive contracts, this directive further 
provided : ; F , 

“This type of contract is suitable for use when the contract (i) requires pro- 
duction over a relatively long period; (ii) considerable difficulty is encountered 
in arriving at firm prices under the anticipated production circumstances; (iii) 
costs can be estimated either initially or at an early interim point wth substan- 
tal accuracy; (iv) reasonable opportunities exist for cost reductions due to the 
fact that a significant portion of the costs of manufacture are of a nature 
susceptible to contractor efficiency; e.g., reductions in labor hours due to im- 
proved production techniques; or (v) where competitive or other information 
available to contracting personnel indicates that the price proposed by the con- 
tractor is susceptible to further reduction through greater efficiency.” 


0. “Navy Negotiators Handbook” (1953) contained thorough discussion of 
factors appropriate to the selection of fixed-price and incentive contracts; 
restated in 1958 edition 

See chapter V B 2 for the discussion of firm fixed-price contracts and chapter 
V B 5 for the discussion of fixed-price incentive contracts. Particular emphasis 
is placed on the inappropriateness of these types of contracts when the cost of 
performance cannot be estimated with substantial accuracy. These points are 
restated in the 1958 edition of the handbook under the same subdivisions of 
chapter 5. 

D. Current instructions in the Armed Services Procurement Regulation 

1. The firm fixed-price contract shall not be used when contingencies proposed 
in the contract price are considered unreasonable (ASPR 3-403.1(c) ). 

2, Limitations on the use of fixed-price incentive contracts —“Fixed-price in- 
centive contracts shall not be used unless the contractor’s accounting system is 
adequate for price revision purposes and permits satisfactory application of the 
profit and price adjustment formula. In no case should such contracts be used 
where (i) reliable cost estimates are not available at the time of initial contract 
negotiation or at a very early point in performance, or (ii) the sole or principal 
purpose is to shift substantially all of the risk of performance to the Government” 
(ASPR 3—-403.4(c) (May 14, 1958) ). 

3. Criteria for selection of appropriate type of contract extended to review 
and approval of proposed subcontracts (ASPR 3—807.5, 3-903.4 (Oct. 1, 1959) ). 





41d., at sec. 7.6. 
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